ARKANSAS STATE BANK DEPARTMENT Policy Number 91-1

EXAMINATION POLICY Effective Date 7/1/91
Supersedes Nope~
Approval

SUBJECT: Loan Repayment Plans Approved through Bankruptcy Court

Loan payment plans approved by the bankruptcy court frequently do not conform to the
original loan payment plan contracted at the beginning of the loan. Many times the court
approved payment plan calls for a more lengthy maturity, reduced interest or reduced
principal for the loan. Questicns have arisen concerning the calculation of past due status for
these loans and the correct categorization of these loans for Examination Report and Report
of Income and Conditicn purposes.

POLICY

Loans which have been accorded new payment plans by a bankruptcy court will be deemed
to have received a new contractual payment plan and the past due status will be evaluated
based upon the new plan. Loans performing according to the court-approved plan will not
be considered past ciic even though the loans are not performing according to the original
payment plan. Loans which become delinquent under the court approved plan will be
included in the appropriate past due category according to established guidelines.

However, loans which have a court-approved payment plan may be considered restructured
debt. Restructured Loans are loans whose terms have been modified, because of a
deterioration in the financial position of the borrower, to provide for a reduction of either
interest ov principal.

Once an obligation has been restructured because of such credit problems, it continues to be
considered restructured until paid in full or until such time as the terms are substantially
equivalent to terms on which loans with comparable risks are being made.
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ARKANSAS STATE BANK DEPARTMENT Policy Number 91-3

EXAMINATION POLICY Effective Date 8/20/91
Superceeds None
Approval

SUBJECT: Investment in Student Loan Marketing Association (SALLIEMAE) Preferred
Stock

Questions have arisen whether state banks may invest in preferred stock of the Student Loan
Marketing Association (SALLIEMAE). State Banks are authorized to purchase common
stock in this program pursuant to department regulation.

POLICY

Preferred stock in the Student Marketing Association (SALLEIMAE) will be considered an
eligible investment for a state bank for purposes of qualifying to offer guaranteed student
loans through its program.
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ARKANSAS STATE BANK DEPARTMENT Policy Number 91-2
EXAMINATION POLICY Effective Date 8/1/91

Superceeds 7}@%2__
. Approval

SUBJECT: Treatment of Mortgage Loan Pools and Mortgage Servicing Rights Acquired
from the RTC

L B X

The Resolution Trust Corporation (RTC) packages 1 tc 4-family residential mortgage loans
into pools for sale to various financial institutic:is and other entities. Questions have arisen
concerning the accounting for these pools in state chartered banks. The appropriate
accounting treatment for the loan pools depends upon whether they are to be held for resale or
for long-term investment.

POLICY

Before the mortgage loan pool can be classified as a long-term investment, the intent and
ability of the bank to hold the loans to maturity or for an extended period must be established.
A corporate resolution may be used to dccument management’s intent to hold the pool of loans
for an extended period of time or until maturity.

Mortgage loan pools acquired from the RTC foi long-iet i itivestment are to be booked at cost
‘ and carried on the bank’s balance sheet in the lean category. The subsidiary loan trial may
carry the loans on an individual basis or carry a control amount for the block of loans
purchased. A premium or discount may be asscciate: with the purchase of this type of asset
and must be amortized or accreted over the life of ih- loans.

A premium exists when a bank purchases the pocl of loans at a price in excess of the principle
of the loans within the pool. The difference beiween the purchase price and balance
represents the premium which the bank is required to amortize. Amortization may be
calculated on an individual loan basis or may be calculated on the entire pool utilizing a
weighted average life method. (The remaining lifs of each loan is determined and totaled. The
total life is then divided by the numuer of loans withir. the pool.)

A discount exists when a bank purchases a pool of loans at a price below the principle balance
of the loans within the pool. The difference between the proposed balance and purchase price
presents the discount which the bank is required to accrete. Accretion may be calculated on
the individual loans or may be calculated on the entire pool utilizing the weighted average life
method previously described.

Mortgage loan pools acquired for sale are booked at the lower of cost or principle balance of
the loans within the pool. Disccunts resulting from the purchase of a loan pool that are held
for sale shall not be realized as income until the loans are actually sold. A gain or loss on the
sale is the difference between the sale price and the net carrying amount of the pool. This gain
or loss will be reported as non interest income and will not affect the yield on the pool of loans
for the carrying period.
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SUBJECT: Treatment of Mortgage Loan Pools and Mortgage Servicing Rights Acquired
from the RTC - Continued

Certain costs incurred in block purchases of mortgage loans can be associated with future
servicing income and capitalized and amortized over the estimated average term of the
morigage loans. Appropriately capitalized costs can be added to the book value of the loans,
after the lower of cost or principle balance has been determined.

Loans are sometimes warehoused for a short period of time and sold under a repurchase
agreement (repo). If the loans are not repurchased in accordance with the repo agreement, the
lending institution may exercise ownership of the pool of loans. The seller must pay an
agreed-upon rate of interest for the use of funds provided by the lending institution. Reposare
accounted for as a borrowing and no sale is recorded.

When the interest paid on the short-term warehouse loans is less than interest received on the
asset, a positive spread is created for the repo seiler. However, sometimes interest rates reverse,
and short-term rates exceed long-term rates. This results in a negative spread in interest rates
for the repo seller which must be charged to current operations as they are incurred.

Mortgage loan pools held for resale should be segregated on the balance sheet. Disclosure must
be made of the method used to determine the lower of cost or market value of the loan pools.
Capitalization of servicing rights must be disclosed as follows: (a) amcunt capitalized; (b)
method of amortization used; and (c) amount of amortization.

The bank’s loan policy is to address the following information for the purchase of mortgage
loan pools from the RTC: inclusion of mortgage loan pools on the list of loans suitable for
investment; the maturity desired for these type of loans; documeniation requirements;
assignment of responsibility for oversight of the pool; and guidelines for accounting,
assignment of risk rating, and sale of individual loans from the pool or the entire pool. The
reserve for loan losses is to be increased according to the risk assigned to this pool of loans.

ACCOUNTING FOR SERVICING RIGHTS

Part of the mortgage loan pool’s purchase price may be to the right to receive future servicing
income. The amount directly attributable to servicing rights shall be deferred with certain
limitations. The first limitation is that the amount deferred shall not be more than the
difference between the market value (excluding servicing rights) of the loans at the date of
purchase and the total purchase price paid for the loans, plus any transfer fees. Market value at
date of purchase must be in accordance with FASB-65 (lower of cost or market). The
following conditions must be met:

a. Prior to date of purchase, commitments from investors to purchase the mortgage
loans must be obtained, or the commitments must be obtained no later than 30
days after the date of purchase. The commitment must provide for the seller to
continue servicing the mortgage loans.
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SUBJECT: Treatment of Mortgage Loan Pools and Mortgage Servicing Rights Acquired
from the RTC - Continued

b. If the sales price to the permanent investor exceeds the market value of the loans
at date of purchase, the difference must be applied to reduce any amount
deferred for mortgage servicing rights.

c. No other costs relating to the purchase of the loans can be deferred.

NOTE: If the above conditions are not met, the cost of the right to receive future
sevicing inccuse is usually included as part of the cost of the mortgage loans
for the purpose of determining lower of cost or market.

The second limitatior, is that the amount allocated to the right to receive future servicing
income cannot exceed the present value of the estimated future net servicing income. Future
net servicing income is the difference between the estimated future servicing revenue and the
estimated future servicing costs. Probable late charges can be included in future revenues.
Servicing costs may be determined on an incremental cost basis.
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ARKANSAS STATE BANK DEPARTMENT Policy Number 92-3
EXAMINATION POLICY Effective Date 5-5-92
Superceeds 3-30-92
Approval SN
SUBJECT: Debt Cancellation Contracts

An increasing number of state chartered banks are offering debt cancellation contracts as an
alternative to the sale of credit life insurance. Debt Cancellation Contracts provide for losses
arising from cancellation of outstanding loans upon the death of borrowers. These contracts
contain an element of risk which may impact the safe and sound operation of a bank.
Activity in this area should be examined to determine the degree of risk and to insure that
proper guidelines have been implemented to provide for safe and sound operations.

The United States Court of Appeals for the Eight Circuit ruled on June 25, 1990, in First
National Bank of Eastern Arkansas, A National Banking Association, vs. Ron Taylor,
Cornmissioner of the Insurance Department for the State of Arkansas, that national banks
can sell “debt cancellation contracts”. On November 13, 1990, the Supreme Court declined to
hear the case, thus affirming the 8th Circuit’s decision. State chartered banks are authorized
to provide for losses arising from the cancellation of outstanding loans upon the death of
borrowers by means of a Resolution of the State Banking Board dated July 17, 1984.

POLICY

State chartered banks engaging in the activity of issuing debt cancellation contracts must
consider the following:

- The bank’s Board of Directors shall have considered the risks inherent in such activity
and determined by resolution that the issuance of debt cancellation contracts is an
approved product to be provided to certain loan customers of the bank;

- The Board of Directors shall designate the bank’s officers eligible to offer the contracts;

- A loan limit shall be established for which the debt cancellation contracts may be sold (it
would appear that debt cancellation contracts should only be offered for personal and
consumer type loans);

- The bank shall establish a reasonable reserve based on a five year average of mortality
losses experienced with past credit life insurance underwriters or other such method
deemed acceptable by the State Bank Commissioner;

- Thereservesshall be evaluated at least quarterly for adequacy and records supporting the
justification for the reserve balance shall be maintained for examiner inspection; and

- The sale of a debt cancellation contract cannot be a condition to the approval of a loan
application and should be offered along with similar products that may be available from
other sources.
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SUBJECT: Debt Cancellation Contracts - continued

In the event that the debt cancellation contract is negotiated with the provision that a rebate
will be made to the customer if the note is paid in full prior to maturity, the fee income shall
be periodically recognized in proportion to the bank’s performance under the contract. The
bank’s performance under the contract is the coverage of the risk associated with each
contract. Thus, for those contracts in which the coverage is provided evenly during the term
of the contract period, the income should be recognized evenly during the term of the
contract. In the event the amount of coverage of the contract declines during the term of the
contract, the fee should be recognized in proportion to the coverage during the term of the
contract.

In the event that the debt cancellation contract is negotiated without a provision for rebate of
a portion of the fee as a result of early payoff of the loan, all fees generated from the sale of
the debt cancellation contracts shall be posted to non-interest income. Increases in the
required reserve established to absorb losses shall be made by provision expense and posted to
non-interest expense. Both the unearned portion of the fee and the reserve set aside for
possible losses are to be recognized as liabilities on the bank’s books.

Disclosure of the costs of debt cancellation contracts are subject to Section 226.4 of
Regulation Z - Truth in Lending. This disclosure is required for any charge payable directly
or indirectly by the consumer and imposed directly or indirectly by the creditor as an
incident to or condition of the extension of credit.

Potential liability also exists for the bank customer due to liability to a third party who may
become a beneficiary due to inheritance and the impact of inheritance taxes. The bank is
encouraged to disclose this fact to customers who may wish to seek tax advise on this issue.

The unreserved portion of the outstanding balances of loans in excess of the reserve balance
are not to be considered contingent liabilities and, as such, debt cancellation contracts will
have no effect upon risk based capital calculations.

EXAMINATION POLICY

The evaluation of the practices employed by a bank and bank management in the sale of debt
cancellation contracts is to inspect for safety and soundness. The product should be offered so
as to minimize risk and limit liability. In the event that minimum safeguards are not
employed, management and the board of directors are to be cited for violating prudent
banking practices and, in instances where risk is more than ordinary, cease and desist orders
will be issued.
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SUBJECT: Treatment of certificates of equity and capital based certificates issued by
agricultural and/or marketing cooperatives

Agriculture and/or marketing cooperatives frequently issue certificates of equity and capital
based certificates to farmers who market their crops through the cooperative. These
certificates represent the farmer’s ownership in the cooperative and are a “deferred
payment” or a “receivable” to the farmer as a portion of payment which the cooperative
withholds from the cash amount it pays the farmer for the value of his crop.

The traditional method of payment for such certificates has been full payment of face value
at the end of the ten to twelve years. However, any determination of payment is made by the
Board of Directors of the cooperative. These certificates have no maturity, have no
established market, and are highly illiquid.

POLICY

State chartered banks that receive certificates of equity and/or capital based certificates
through default of the loan customer will be permitted to retain certificates of equity and/or
capital based certificates on their books at a fair market value. Market value must be
established by reasonable banking practices acceptable to the Bank Commissioner. This
valuation must be fully documented and maintained by the bank.

It is the opinion of the Bank Commissioner that the legislative intent of A.C.A. Sec. 23-32-
703(c) addressing the holding period for “goods or chattels” coming into a bank’s possession
as collateral security for loans or any ordinary collection of debts extends to all assets not
specifically excluded by statute. (See A.C.A. Sec. 23-32-709 and A.C.A. Sec. 23-32-
303(2)(b)(iii) Accordingly, these certificates of equity and/or capital based certificates may
not be reckoned as a bank asset for a period longer than twelve months.

Under no circumstances may a bank purchase as an investment a certificate of equity and/or
capital based certificate.
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SUBJECT: State and Local Government Leases

Act 508 of 1991, the so-called Local Government Lease Act provided a method for structuring
a multi-year lease arrangement that Jocal governments could use to obtain capital improvements,
equipment, facilities, goods, etc. Certain provisions of the Act provided for payment of interest
by the local government. (See Examination Policy 91-4)

An Arkansas Supreme Court decision, Mason Brown v. City of Stuttgart, Arkansas and First |

Continental Financial Corporation, Case No. 92-849 (February 22, 1993) may have invalidated
Act 508 of 1991. The case held that a multi-year lease arrangement that provided for the
payment of "interest" by the municipality was a violation of the Arkansas State Constitution,
Article 16, Section 1, which prohibits a city from entering into an obligation with interest
bearing indebtedness. The court cited several other provisions for invalidating the lease in this
case, such as a great penalty for default, and the fact that there was no way to terminate the
lease except if an appropriation was not made for it each year.

While the court did not reach the question of the constitutionality of Act 508 of 1992, it did
invalidate the lease in this case.

POLICY

Leases between a lender and state and local governments should be scrutinized for evidence of

an interest bearing obligation as well as whether there are major penalties for default from the
lease agreement.

Such leases, if discovered, should be accorded a special mention classification and the bank
should be requested to confer with bank counsel to determine if a new arrangement should be
negotiated due to the above cited Supreme Court decision.
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SUBJECT: Correct Accounting Treatment for State Bank Department Assessments

Assessments for state chartered banks in Arkansas are due semi-annually based upon total assets
shown in the bank’s Report of Condition for the periods ending June 30 and December 31 of
each year. These assessments are based upon the last six months of operation of the institution
and, as such, are paid in arrears. The correct accounting treatment for this activity would be
to accrue this expense with an offsetting liability entry over the six-month period in which the
assessments apply and then pay the assessment when billed. It is incorrect to book payment of
Bank Department assessments as a prepaid asset and amortize this expense over the six-month
period following payment. Assessments booked in this manner should be accorded a loss
classification and promptly charged off. : '
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SUBJECT: Mortgage Banking Activities

MORTGAGE BANKING OVERVIEW

Mortgage banking activities include loan origination, loan production, mortgage servicing,
secondary marketing, and other areas such as mortgage banking management, accounting, and
reporting. The areas evaluated during an examination should be determined on a case-by-case
basis depending upon the size of a particular company and the business activities in which it
engages.

Loan origination is the retail operation in which loans are made directly to the public. The loans
are processed, underwritten, and closed. These mortgages become part of the "mortgages held
for resale” account where they will remain for the two to three month period necessary to
complete the recording of the loan documents and to find a permanent investor to purchase the
loans. The mortgage banker obtains purchase commitments from permanent investors and
submits completed loan documentation packages to the investors for their approvals in
satisfaction of the commitments. The mortgage banker maintains a relationship with a variety
of permanent investors to whom the originated mortgages are sold.

Loan production is the function in which the mortgage company acts as a wholesaler and
purchases loans in bulk or individually from other mortgage bankers, brokers, and bankers.
These loans are purchased with the intent to pool the loans and resell in the secondary market.
The mortgage company may then pool loans and sell to private or public investors with servicing
rights retained or released. Generally servicing is retained in order to generate an ongoing
income stream. During the production process, loans may be warehoused. Loans are retained
in an inventory either pending commitment to a pool or to speculate on interest rates.

Mortgage servicing is performing the required duties of a mortgage seller such as collecting and
remitting payments, managing the tax and insurance escrow accounts, inspecting the properties
when required, pursuing delinquent borrowers, foreclosing on the mortgages when necessary,
and providing accounting support. Servicing may be done by the lender or by a company acting
for the lender. Due to economies of scale, the servicing portfolio must be sizable for the
company to be profitable.

PAGE __|




ARKANSAS STATE BANK DEPARTMENT g‘f’;i"y. Number 95-1
ective Date 7-19-9
EXAMINATION POLICY Supersedes Nom
Approval
SUBJECT: Mortgage Banking Activities

MORTGAGE COMPANY MANAGEMENT

Evaluation of management will entail a review of the organizational structure, board supervision,
management oversight, management and board reporting, and the adequacy of management
control systems. The organizational structure should be reviewed to determine, on a legal entity
basis, the relationship between the mortgage banking company, the bank holding company, and
any other bank or nonbank subsidiaries. Supervisory oversight is generally provided through
the mortgage banking company’s board, which may consist of mortgage banking company
executives, bank holding company executives, and outside representatives. The examiner should
determine whether a separate board exists, its membership and qualifications. Minutes should
be reviewed to determine whether directors are fulfilling their fiduciary responsibilities.
Directors’ duties include: 1) selecting and retaining a competent executive management team;
2) establishing, with management, the company’s short and long-term objectives, and adopting
operating policies to achieve those objectives in a safe and sound manner; 3) monitoring
operations to ensure they are controlled adequately and are in compliance with laws and policies;
4) overseeing the mortgage banking company’s business performance; and 5) ensuring that the
company meets the community’s residential mortgage credit needs. Board reports should include
default rates, new loans, liquidity levels, capital needs, policy exceptions, past dues, geographic
concentrations, departmental profit and loss statements, and foreclosure rates.

Management should be evaluated in terms of technical competence, leadership skills,
administrative capabilities, and knowledge of relevant State and Federal laws and regulations.
Without adequate management oversight, excessive errors can occur, fraud or violations of law
may go undetected, and financial information may be reported incorrectly. Management should
also be evaluated on its ability to plan effectively. Effective planning entails the annual approval
of an operating budget and the development of a long-term business plan which helps
management anticipate changes in the internal and external environment and respond to changing
circumstances. Without appropriate planning, the company can only react to external events and
market forces. Compensation of management should also be examined. Compensation based on
volume of production may increase risk, conflicts of interest, and an absence of independence.

Management controls consist of internal audit, external audit, quality control, insurance
coverage, fraud detection procedures and related employee training programs. The internal audit
function is responsible for detecting irregularities, determining compliance with applicable laws
and regulations, and appraising the soundness and adequacy of accounting, operating and
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administrative control systems. The auditor must be independent and should report directly to
the board or a designated committee. Small financial institutions may rely solely on their
external auditor to perform these functions. Examiners should review the most recent external
audit report and note any significant concerns or weaknesses in the company’s internal control
structure. Management’s response to the audit should also be reviewed.

Quality Control services can be provided internally by an independent party or externally. In
a small organization there may be little separation between the person underwriting the loan and
the individual reviewing it. Quality Control reviews are necessary to test the quality of loans
produced and serviced for investors. Investors such as GNMA, FHLMC, and FNMA issue very
specific guidelines that must be met with respect to the scope and frequency of such reviews.
At a minimum, these investors require that the servicer/seller sample at least ten percent of all
closed loans each month for accuracy, completeness, and adherence to agency underwriting
standards. The Quality Control person basically re-underwrites the loan, verifies deposits and
employment, recomputes the APR, interest rate, loan to value, debt to equity and so forth. The
Quality Control function should serve as an early warning system which alerts management to
situations which may jeopardize the financial strength, image, or origination and sale capacity
of the company. Quality Control should not substitute work performed by the internal audit and
loan review functions. Insurance programs should be reviewed to determine whether coverage
adequately protects the company and its affiliate against exposure to undue financial risk. The
board should review and approve insurance policies at least annually. A letter should also be
obtained from the mortgage company’s attorney to determine if any pending litigation could
cause losses to the bank and or the mortgage company. :

MORTGAGE RELATED AGENCIES

Loans are categorized as either government or conventional loans. Government loans generally
carry a below-market interest rate and are either insured by the Federal Housing Administration
(FHA) or guaranteed by the Veterans Administration (VA). To be insured or guaranteed, a loan
must meet agency standards regarding the size, interest rate, and terms. The lender must obtain
a certificate of insurance or guarantee in order to qualify a loan for inclusion in a security.

Loans which are not FHA-insured or VA-guaranteed are referred to as conventional loans.
Conventional loans are generally originated for larger loan amounts and can be offered with a
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fixed or variable interest rate. These loans typically require higher down payments and bear
market interest rates. Lenders often require borrowers to obtain mortgage insurance coverage
in high-ratio loans (generally, any loan with a loan-to-value ratio above 80 percent). In the
primary market, private mortgage insurance (PMI) insurers provide coverage for the top 20 to
25 percent of a mortgage loan. -

There are three major organizations involved with the facilitation of mortgage loans in both the
primary and secondary mortgage markets: Federal National Mortgage Association (FNMA),
Government National Mortgage Association (Ginnie Mae or GNMA), and Federal Home Loan
Mortgage Corporation (FHLMC or Freddie Mac). The extent of credit risk depends upon the
secondary market program under which the loan is originated. GNMA pass-through securities,
which are issued by the lender, are backed by pools of FHA-insured or VA-guaranteed
mortgages and are fully-guaranteed by the U.S. Government. Pass-through securities provide
for monthly installments of interest at the stated certificate rate plus scheduled principal
amortization on specific dates, despite the delinquency status of the underlying loans, as well as
any prepayments and additional principal reduction. The issuer collects the mortgage payments
and after retaining servicing fees, remits monthly payments to the certificate holders. This
agency is under general policy direction of HUD.

FNMA operates a secondary market facility for FHA, VA, and conventional loan products
which provides a degree of liquidity to holders of mortgage investments. FNMA will purchase
FHA approved mortgages from qualified sellers through an auction format, using competitive
and noncompetitive bidding procedures, and through convertible standby purchase commitments.
These FNMA purchases enable originators to adjust their mortgage inventory levels periodically
and maintain their origination capabilities. FNMA will also sell mortgages to qualified buyers
which allows the purchasers to meet investor commitments by making up mortgage inventory
shortages. The FNMA purchases and sales of the loans are dependent upon market conditions.
FNMA guarantees the monthly pass-through of interest, the scheduled amortization of principal,
and the ultimate repayment of principal. Participation certificates are not backed by the full faith
and credit of the U.S. Government. FNMA is regulated by HUD.

Similar to FNMA, FHLMC is also a private corporation which purchases conventional loans
from lenders and sells mortgage-participation certificates which are similar to GNMA pass-
through securities. Participation certificates represent an ownership interest in pools of
conventional loans. FHLMC guarantees the monthly pass-through of interest, the scheduled
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amortization of principal, and the repayment of principal. The certificates are not backed by the
full faith and credit of the U.S. Government.

Conventional loans are classified as either conforming or nonconforming. Conforming loans
must comply with FNMA and/or FHLMC size limitations, underwriting and documentation
guidelines. Conforming mortgages may be sold to FNMA or FHLMC on either a recourse or
nonrecourse basis. Nonconforming loans that do not meet FNMA or FHLMC guidelines may
be sold in the secondary market under a private label structure. Nonconforming loans are often
"nontraditional” products such as loans with teaser rates, limited documentation, graduated
payment schedules, and "jumbo” loans which exceed maximum agency size requirements.

LOAN ORIGINATION

Loan origination entails five principal steps: 1) application; 2) processing; 3) underwriting; 4)
closing and funding; and 5) post closing. Each of these functions should be independent of one
another and separately supervised to ensure the quality of the loans produced. Loan originators
must be knowledgeable of bank policy, procedures, laws, rules, and regulations. This is a
highly regulated industry and noncompliance in any of these areas may disqualify a loan from
sale in the secondary market. '

Loan origination begins with the completion of a loan application. The applicant authorizes the
lender to verify their employment, credit history, bank deposits, and other information which
evidences repayment capacity. The loan processing area is responsible for gathering all
documents which verify the financial condition of the borrower and the collateral. Processing
activities should be controlled through standardized procedures, checklists, and systems. The
underwriting unit approves or disapproves applications based on underwriting criteria established
by FHA, VA, FNMA, FHLMC, private mortgage insurers, and institutional investors. Once
a loan is approved by the underwriter, a commitment letter is sent to the applicant which states
the interest rate and terms of the loan. At the loan closing, the legal title to the property passes
from seller to buyer and the mortgage banker establishes a first lien on the property to secure
the loan. After closing, a post-closing review is performed to ensure that documents were
properly executed and underwriting instructions were followed. The post-closing review also
identifies any trailing or missing documents which must be tracked and obtained to meet

investors’ pool certification requirements.
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Certain risks are evident in the origination process. Operational inefficiencies can result in high
staff turnover, an inability to meet investor documentation requirements, an increasing number
of pools which lack final certification, or an unusually high production cost structure. Credit
risk and operational inefficiencies may also create liquidity problems and additional interest rate
risk if the company is unable to sell its loans in the secondary market. Other risks include
product risk, borrower fallout risk, and reverse price risk. Product risk occurs when the product
offered or made is not desired on the current secondary markets. If it can be sold, it is often
at a steep discount. Borrower fallout risk is the risk that the loan will not close due to an action
or inaction of the borrower. Reverse price risk occurs when a commitment is made to sell the
loan to an investor at a certain rate prior to committing to the borrower. In the interim, a
decrease in rates requires that the loan be delivered at an unexpected discount.

Prior to or at closing, the mortgage banker has an option whether to retain the loan in their own
inventory (warehouse); pool loans and sell them to one of the federal agencies, a private
investor, or choose to securitize the loans themselves; sell the loan individually; or sell it as part
of a loan participation. The size and scale of the mortgage banking entity, liquidity, funding
limits, and the product itself influence which decision is made.

WAREHOUSIN

The term pipeline is typically used to describe mortgages that are in the process of being
originated, while warehouse refers to the inventory of mortgages that have been closed and are
awaiting sale in the secondary market. Making a distinction between the pipeline and the
warehouse is important because the risks of mortgages that are already closed differ from those
that have not, and might not, close.

Once a mortgage is closed and the final documents are received, a mortgage leaves the pipeline
and enters the warehouse, where it is either held for sale and marketed to investors, or shipped
to a prearranged buyer. The amount of non-committed inventory is often restricted by mortgage
company policy. Loans maintained in the warehouse with an intent to resell should be marked
to market at least quarterly. After write-downs, write-ups to market values in subsequent
periods are recorded, but total recorded market value may not exceed cost. The marking to
market is often insignificant for loan pools committed to be delivered within a short period of
time. The most adversely affected loans will be those held for a longer period of time with
unusual features. While mortgages are being held in the warehouse, but before a contract has
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been signed agreeing to their sale price and terms, the mortgage company bears an enormous
risk of the mortgages going down in value as a result of changes in overall interest rates or
merely changes in the secondary mortgage market. It is critically important that a mortgage
banking operation’s interest rate risk is controlled, especially if the company’s average pipeline
and warehouse volume is significant relative to its capital.

Since a mortgage company typically obtains working capital from the sale of mortgage loans,
warehoused loans can impair the sources of funds for new loans. Mortgages held for resale are
frequently funded by a "warehouse mortgage" line of credit. This is a collateralized line of
credit from a bank which is supported by a pledge of the mortgages in the resale inventory. The
warehouse line operates as a revolving line of credit, with additional advances to the company
for new mortgages to be placed in "warehouse” and repayments from the proceeds of sales to
investors. Warehouse lines are a prime source of liquidity for the mortgage banker operating
in the residential mortgage market. Refer to Arkansas State Bank Department Rules and
Regulations, Section 5, Page 4 for additional information.

The primary risks in the area of warehousing are interest rate risk, market risk, and product
risk. Interest rate risk occurs from holding a product, and it represents the difference between
the rate paid for the loan versus the rate it can be sold at on the market. Market risk is the risk
that either the market pricing will change or the market perception changes. Product risk is the
risk that the product is undesirable to investors.

LOAN PRODUCTION

Wholesale production channels, where contact with the borrower is made by another party, take
several forms. Whole loans can be purchased either individually or using bulk commitments.
Bulk commitments either require the correspondent to deliver a set amount of loans (mandatory),
or deliver all registered loans that close (best effort or optional). Loans are purchased in this
manner to increase volume and to expedite the securitization process. *Since this entails buying
loans from outside sources, certain key factors should be considered and established by mortgage
company policy: 1) guidelines for due diligence reviews; 2) definitions of loan products to
purchase; 3) amount of loans desired; and 4) authority for purchase approval/commitment letter. -
The integrity and the independence of the introducing broker should be determined to ensure the
purchases are made at arms length.  If the mortgage company determines that it wants to
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proceed with a due diligence review of the loans, individuals are assigned internally or hired
externally to perform the review on behalf of the mortgage company. Either way due diligence
policies and procedures should be established by the mortgage company. These procedures
should define scope, sample size, and specific review guidelines. If an external review team is
used, a contract should be written which defines both parties responsibilities and compensation.
For purchasers of correspondent production, credit risk increases to the extent that the lender
relies on other parties to correctly process and underwrite the loan. Contracts with
correspondents should include representations and warranties from the correspondent that loans
delivered meet the underwriting requirements of the agency or investor program for which the
loan was originated. Risks in this area include: 1) sampling risk; 2) pricing risk; 3) delivery
risk; and 4) interest rate risk. Sampling risk is the risk of obtaining a biased sample which does
not reflect the overall condition of the portfolio to be purchased. Pricing risk is the risk of
offering too much for the loans purchased. Delivery risk is the risk that the loans purchased
won’t be delivered upon the commitment date or will not conform with the commitment
requirements. Interest rate risk is the risk that the rate paid was too much based on the time
frame for delivery and what the market will tolerate.

SECONDARY MORTGAGE MARKETING

The marketing department is typically responsible for the development of mortgage products,
determination of products to be offered, as well as the establishment of daily mortgage prices.
The marketing department which is also referred to as Secondary Marketing, is also responsible
for the sale of mortgage loans to investors. The marketing department acts as an intermediary
between the borrower and the investor. In a small mortgage company, the president, an
executive officer, or a combination of individuals may be responsible for the marketing function.

Marketing activities are generally supervised by a marketing committee, which may consist of
the Chief Executive Officer, Chief Operating Officer, Chief Financial Officer, and the executive
officers responsible for marketing, production, and servicing/loan administration. The
committee is responsible for the formulation of marketing policies, departmental operating
procedures, pricing strategies, and parameters governing the use of various mortgage-related
products and strategies used to hedge the interest rate risk associated with certain mortgage
loans. Bank policy should establish reasonable guidelines for the amount of loans that can be
retained in the mortgage pipeline, liquidity levels, levels of uncommitted inventory, number of
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pools in process (including dollar amounts), approval authority, types of pools and securities in
process, pair off procedures and guidelines or restrictions on hedging the current position.
Identified risks in this area are: 1) interest rate risk; 2) product risk; 3) investor/counterparty
performance risk; 4) fallout risk; and 5) delivery risk. Interest rate risk is the risk arising from
timing differences which occur from the point of application to the point of sale to an investor.
Product risk is the risk that there is no market for that particular type of loan.
Investor/counterparty risk can be reduced by establishing dealer limits to limit the maximum
amount of trades outstanding with each firm and monitoring the financial capacity of the brokers
and dealers. The company should also ensure that when a loan is sold to an investor the
payments for each loan are received in a timely manner. If loans are sold with recourse,
management reports should identify and track potential recourse obligations. Fallout risk is the
risk the borrower may not qualify for the loan, may walk away from the loan or a contingent
event occurs preventing the mortgage loan from closing. Delivery risk is the risk that the
commitment to deliver by the mortgage company is unable to be met.

Mortgage pricing decisions are critical because price is the major determinant in the volume of
mortgages originated. A neutral price structure sets mortgage prices that are equivalent to the
expected price for which the mortgages will be sold to investors, plus a normal servicing spread
of 25 to 50 basis points. Daily adjustments are usually made to prices to reflect market changes
for future settlement of mortgage-backed securities (MBS). Due to regional or local
competition, mortgage banking companies often find it necessary to deviate from a purely neutral
pricing strategy to maintain volume in certain markets. However, large deviations from market

price in either a lower, or even upward, direction can have adverse consequences. Price cutting
could place operational strains on the production and servicing areas. Premium pricing can
position the company as a lender of last resort with adverse credit quality implications. The
marketing department attempts to minimize price risk by matching origination pricing with the
price they expect to receive from investors. '

Risk exists that the proportion of loans in the rate-committed pipeline that are expected to close
will change with a given change in interest rates. Conservative management, who do not want
to take a great deal of interest rate risk, may obtain a forward commitment once they have a
certain percentage of the pool/security complete. Speculative management may utilize numerous
hedging tools and assume a greater degree of interest rate risk. Mortgage companies use
hedging strategies to protect the inventory of closed loans and the rate-committed pipeline against
adverse interest rate movements. In order to control exposure to rate movements, management
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must estimate the percentage of the rate-committed pipeline that is expected to close in the
current economic environment. Other products used to hedge inventory loans and the rate-
committed pipeline include loans with an adjustable rate feature or other specialized
characteristics.

LOAN SERVICING/ADMINISTRATION

In the loan administration or servicing function, the mortgage company is acting as an agent for
the investors whose loans are being serviced. While the quality of the serviced assets is not a
primary concern of the examiner, the quality of the operations and its impact on the company’s
earnings are matters of concern. A poor quality portfolio may be very costly to service;
therefore, management should recognize the importance of a proper due diligence review prior
to purchasing servicing rights. The examiner should be alert to servicing costs that exceed
income. The examiner should also review the amortization of mortgage servicing rights to
determine whether the amortization period exceeds the average life of the serviced mortgage loan
portfolio. Servicing rights, when properly managed, provide a stable source of earnings. Long-
term profitability is achieved through efficient processing, cost containment and the attainment
of economies of scale.

Mortgage banking companies that originate and sell residential real estate loans in the secondary
market often retain the right to service those loans for the investor for a fee. Each investors’
servicing funds should be maintained in separate accounts. The servicer’s specific
responsibilities with regard to each investor are specified in a formal written servicing
agreement. The servicer collects the monthly payments from mortgagors, collects and maintains
escrow accounts, pays the mortgagors’ real estate taxes and insurance premiums, and remits
principal and interest payments to the ultimate investors. The servicer also maintains records
for the mortgagor, collects late payments on delinquent accounts, inspects property, initiates and
conducts foreclosures, and submits regular reports to investors. Additionally, most servicing
departments are responsible for customer complaints, retaining complaint logs, channelling
complaints and ensuring proper follow-up. Investor reporting and customer complaint records
must be complete and accurate.

Servicing agreements establish minimum conditions for the servicer such as its fiduciary
responsibilities, audit requirements and fees. Real and contingent liabilities arise out of the
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contract. Most investors, including the federally-sponsored agencies, hold servicers responsible
for full compliance with investor requirements. Investors may require a loan to be purchased
or request reimbursement for losses that occur as a result of servicing errors, omissions or
improper documentation. The agreements should be reviewed to determine that no additional
liabilities, real or contingent, are’ imposed upon the company beyond its responsibilities as a
servicing agent.

Mortgage servicing revenues are derived from five sources. The primary source is the servicing
fee. Because this fee is usually expressed as a fixed percentage of the outstanding mortgage loan
principal balance, servicing fee revenues decline over time as the loan balance amortizes. The
second source of servicing income arises from the interest that can be earned by the servicer
from the escrow balance that the borrower often maintains with the servicer. The third source
of revenue is the float earned on the monthly loan payment. The opportunity for float arises
because of the delay permitted between the time the servicer receives the payment and the time
the payment must be remitted to the investor. Ancillary income, such as a late fee charged to
the borrower if the monthly payment is not made on time, is another source of revenue.
Finally, the servicer might generate fee income by selling mailing lists to third parties.

Many companies have established aggressive growth targets for their servicing portfolios. The
usual source of growth in the servicing portfolio is the company’s own origination activity.
However, it is not uncommon for a company to supplement this growth with bulk or individual
purchases of loans or purchased servicing rights from other companies. Portfolio size is reduced
through normal runoff, prepayments, and sales of either loans or servicing rights only.

Subservicers can be used to perform the tax services, insurance, etc. The mortgage company
continues to be responsible for these activities and errors that may occur. The company’s
method of evaluating and monitoring the financial condition of its subservicers should also be
reviewed.  Subservicing agreements should be evaluated in terms of the subservicer’s

responsibilities, reporting requirements, performance, and fees.

CAPITALIZED SERVICING ASSETS

The right to service mortgages are generally acquired in four ways: (1) the origination of
mortgages by the mortgage company that are kept in the portfolio which is called portfolio
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servicing; (2) the origination of mortgages that are sold with servicing retained which is called
retained servicing or originated mortgage servicing rights (OMSR); (3) the purchase of servicing
rights from third parties called purchased mortgage servicing rights (PMSR); or (4) as a by-
product in a purchase of mortgages and their servicing (servicing released purchase) where a
definitive plan for the sale of the mortgages with the servicing rights retained exists at the time
the mortgages are acquired, also called purchased mortgage servicing rights (PMSR).

Capitalized servicing assets consist of purchased mortgage servicing rights (PMSR) and excess
servicing fee receivables (ESFR). PMSRs are acquired assets which represent the right to
service loans owned by investors in exchange for a share of the future cash flows generated by
the underlying loans. The purchase price represents the buyer’s estimate of the present value
of the future servicing fees net of servicing costs. The right to service mortgage loans for
investors is an intangible asset which may be acquired separately, in a purchase of mortgage
loans, or in a business combination. Statement of Financial Accounting Standards SFAS No.
65, "Accounting for Certain Mortgage Banking Activities, is the relevant accounting guidance
for mortgage banking activities. Under SFAS 65, a mortgage banking company shall capitalize
the cost of acquiring the right to service a loan as a separate asset if: 1) the loan qualifies as a
purchase transaction, and 2) a definitive plan for the sale of that loan exists when the loan is
acquired. A definitive plan for sale exists if: a) the mortgage banking company has either
obtained, prior to purchase, commitments from permanent investors to purchase the mortgage
loans or related mortgage-backed securities, or obtains such a commitment within a reasonable
period (i.e. 30 days), and b) the plan includes estimates of the purchase price and selling price.

The initial amount capitalized cannot exceed the lesser of 1) the purchase price of the loan,
including any transfer fees paid, in excess of the market value of the loans without servicing
rights at the purchase date or 2) the present value of net future servicing income discounted at
an appropriate long-term interest rate. Management should be able to substantiate the rate used.
The capitalized amount shall be amortized in proportion to, and over the period of, estimated
net servicing income. '

PMSRs are highly subject to interest rate and prepayment rate risk since the amount of future
cash flows is dependent upon the outstanding balances of the underlying mortgage loans.
Unanticipated changes in interest rate, prepayment speed, or other valuation assumptions may
impair the carrying value of PMSRs and require accelerated amortization or a write-down. The
recoverability of the unamortized balance should be evaluated periodically, and amortization
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and/or the value of the asset should be adjusted accordingly. To the extent impairment is not
recognized, PMSR values may be inflated. As a result, assets, earnings, and capital may be
overstated. Regulatory guidance requires that PMSR values be evaluated at least quarterly.
Evaluation models may be developed in-house or purchased from an outside vendor. .

Excess servicing fee receivables are recorded when the mortgage company’s fee for servicing
mortgages sold exceeds the normal servicing fee for a comparable pool of mortgages. The asset
to be recorded represents the present value of the expected future excess fee income. The
company should first estimate the amount of excess cash flows that it expects to receive from
servicing the loans. The estimated cash flow stream must consider expected prepayments of the
underlying mortgages. Next the estimated cash flow stream should be discounted to determine '
its present value. The discount rate should be an appropriate long-term interest rate that reflects
the risks of the assets. Once the amount of the excess servicing fee receivable is determined,
it is recorded as an asset. ESFR should be reevaluated at least quarterly to determine the impact
of unanticipated prepayments of the underlying cash flows. According to EITF 86-38, the ESFR
must be written down to the present value of the estimated remaining future excess service fee
revenues. The discount rate used to compute the present value of the estimate future servicing
fee income should be the same rate as that used to initially record the asset. Unlike PMSRs,
which require that an actual service be performed, ESFRs merely represent the purchase of the
right to receive the underlying cash flows. ESFRs are considered tangible assets.

OMSRs represent the future net servicing income which is associated with loans that are
originated through a mortgage banking company’s own production network. Currently OMSR
are not recognized on the balance sheet as an asset distinct from the mortgage. SFAS No. 65
also prohibits the recognition of a mortgage servicing asset representing the normal servicing fee
when a mortgage company originates a mortgage loan and then sells it to a third party with the
servicing rights retained by the seller; only the excess servicing fee, if any, may be recorded as

an asset.

In a press release dated June 21, 1995, an FFIEC Task Force announced recommendations
regarding the appropriate regulatory reporting treatment for mortgage servicing rights (MSRs)
by banks. The need for this guidance is a result of FASB’s issuance of Statement No. 122
"Accounting for Mortgage Servicing Rights," in May 1995. The FFIEC recommended Federal
regulators adopt interim capital rules to clarify the regulatory capital treatment for MSRs. Prior
to the adoption of Statement No. 122, only PMSRs but not OMSRs could be capitalized as
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balance sheet assets. Once an institution adopts Statement No. 122, it generally must capitalize
OMSRs on a prospective basis. In addition, Statement No. 122 requires all capitalized MSRs
(both originated and purchased) to be evaluated for impairment based on their fair values.

For purposes of the bank Reports of Condition and Income, all insured banks must adopt
Statement No. 122 for fiscal years beginning after December 15, 1995. For institutions with
a calendar year fiscal year that do not elect early option, the March 31, 1996, Call Report will
be the first report to be completed in accordance with Statement No. 122. As an interim
measure, banks should continue to report PMSRs in Call Report Schedule RC-M, item 6.a,
"Mortgage Servicing Rights, " and on the balance sheet in Schedule RC, item 10, "Intangible
Assets." OMSRs that are capitalized as balance sheet assets in accordance with Statement No.
122 should be reported in these same Call Report items. The FFIEC’s Task Force also
recommends that the agencies issue interim capital rules that would apply the same regulatory
capital provisions to OMSRs that presently apply to PMSRs. Under the recommended interim
approach, capitalized MSRs (both purchased and originated) would be subject to a quarterly
valuation requirement and a restriction limiting the amount of MSRs that may be recognized for
Tier 1 capital purposes to the lesser of 90 percent of fair value or 100 percent of book value (net
of any valuation allowance). In addition, the aggregate amount of PMSRs, OMSRs, and
purchased credit card relationship intangibles that may be recognized for regulatory capital
purposes would be limited to no more than 50 percent of Tier 1 (core) capital. The quarterly
valuations of the fair value of OMSRs would be based on the same regulatory guidance the
agencies have issued with respect to determining the fair value of PMSRs.

FINANCIAL ANALYSIS

The analysis of the financial condition of a mortgage company should incorporate a review of
primary balance sheet and income statement levels and trends, contingent off-balance sheet
liabilities such as the servicing portfolio, asset quality, earnings performance, funding sources
and liquidity needs, and capital adequacy. Financial statements should be reviewed to detect
assets, liabilities, income or expense items which are either large relative to the company’s
operations or may post undue financial risk for other reasons. Any unusual trends, which appear
inconsistent with the mortgage banking company’s normal operation, the current economic and
interest rate environment, and the company’s growth plans, should be investigated.
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The asset side of the balance sheet will consist of items such as cash; marketable securities;
mortgage loans available-for-sale; purchased mortgage servicing rights; excess servicing fee
receivables; mortgage loans held-to-maturity; reserves for loan and other credit-related losses;
other real estate; premises and equipment; and other miscellaneous assets. The examiner should
determine whether the accounting treatment for securities and loans is consistent with SFAS No.
115, "Accounting for Certain Investments in Debt and Equity Securities.” Under SFAS No.
115, any debt or equity security that has a readily determinable fair value should be classified
as either trading, available-for-sale, or held-to-maturity. Loans held for investment may include
loans that: 1) do not meet secondary market guidelines and are therefore unsalable; 2) loans that
were repurchased from an investor due to poor documentation and/or improper servicing; and
3) loans put back to the mortgage company under recourse agreements.

The liability side of the balance sheet may include: repurchase agreements, commercial paper,
revolving warchouse lines of credit, long-term debt instruments, intercompany payables, and
equity capital.

Asset quality is evidenced by underwriting standards, borrower performance, and the degree of
protection which is afforded by collateral. Credit risk is reduced for an originator when
insurance and guarantees are provided by federally-sponsored agencies. However, the originator
remains responsible for the quality of loans sold to investors for at least the first 90 days, and
any loans sold under recourse arrangements. As a servicer, the company can also be held liable
if it does not initiate collection and foreclosure actions in strict accordance with investor
servicing agreements. In addition, certain interest losses and expenses relating to collections,
foreclosure, and ORE are not fully reimbursable and should be anticipated.

The primary indicators of portfolio problems are: declines in the turnover rate of the "resale”
account (the industry turnover has generally averaged about four times a year but does vary with
market conditions); consistent losses in the sales of the mortgages; increases in the "investment"
category; and write-downs of the value of the "investment” account. It is a general industry
practice to price the "resale” inventory at the lower of cost or market each reporting quarter for
balance sheet purposes. One of the principal measures of portfolio quality is the delinquency
rate. Delinquencies in the report should be presented by portfolio category and spread by the
periods past due, such as 15-30 days, 31-90 days, 91-180 days, and 181 days and over. The
delinquency status of loans available-for-sale, loans-held-to maturity, and loans serviced for
investors should be monitored. Management information systems should also include an internal
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loan grading system which is consistent with guidelines used by the bank, the parent company,
and regulatory agencies. Information to be tracked includes the borrower’s ability to meet its
payment obligations, collection and foreclosure actions initiated by the servicer, and repurchase
requests initiated by a permanent investor or other third party. Appraisal practices should be
verified to ensure consistency with state and federal laws and regulations. Mortgage banking
companies that are subsidiaries of either state-member banks, state non-member banks, or bank
holding companies are subject to the same appraisal standards and requirements as their parent
companies. Management should establish and maintain adequate reserves to cover all identified
loss exposure. Policies and procedures should clearly state the purpose of each reserve. The
level of each reserve account should be evaluated at least quarterly, documented, and replenished
as necessary.

Earnings performance should be assessed in terms of the level, composition and trend of net
income. The earnings analysis should take into consideration internal factors such as the
company business orientation and management’s growth plans. The examiner should consider
the company’s ability to generate positive earnings consistently over time, and the proportionate
share of consolidated earnings (or losses) which are a result of this business activity.

Management’s ability to satisfy the company’s liquidity needs and plan for contingencies without
placing undue strain on affiliate bank resources or reliance on the parent bank holding company
are crucial. Liquidity needs depend upon the size of the mortgage company’s warehouse and
the nature and extent of other longer-term assets. Liquidity can quickly erode if investor
perceptions of a company’s credit standing change. The ability to fund mortgage operations
under economic duress and access to alternate liquidity sources become key considerations.
Funding instruments may include repurchase agreements, commercial paper, revolving
warehouse lines of credit and/or long-term debt. Financial flexibility, which is the ability to
obtain the cash required to make payments as needed, should also be evaluated. Cash should
be able to be obtained from 1) business operations; 2) liquid assets already held by the company;
and 3) deriving funds from external sources via lines of credit, bank borrowing or the money
and capital markets through the issuance of debt or equity securities.

Capital must be adequate to absorb potential operating losses, provide for liquidity needs and
expected growth, and meet minimum requirements set by third party creditors and investors.
At a minimum, a mortgage banking company must meet the nominal capital levels required by
investors such as FNMA ($250,000). Companies that have excessive off-balance sheet risk or
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high growth expectations may require additional capital. Capital levels should be monitored and
reported to the company’s board of directors regularly to mitigate the risk of inadequate or
eroding capital. The examiner should evaluate capital adequacy, the amount of dividends which
are upstreamed to the bank or parent company, and the extent to which the parent company can
be relied upon to augment the ongoing capital needs of its bank and nonbank subsidiaries. In
some instances, the bank or parent company may operate on the premise that the mortgage
banking company requires little capital of its own as long as the bank or parent company remains
adequately capitalized. The bank or parent company must be prepared to support its
subsidiaries should the financial need arise. There are no state/federal guidelines requiring
specific capital levels for a mortgage banking company.

OVERVIEW

Critical material can be reviewed at the bank or parent company level to help determine whether
or not to go on-site. Some of the determinants of this decision should include: relative size;
current earnings performance; overall contribution to the corporation’s condition; asset quality
as indicated by nonaccrual and delinquency reports; and the condition of the company at a prior
examination. From the information provided, it might be determined that the company is
operating properly and is in sound condition. Conversely, a deteriorating condition might be
detected which would require a more in depth review. Mortgage subsidiaries in unsatisfactory
condition should be inspected each time the bank or parent company is inspected. All significant
mortgage banking subsidiaries should be fully inspected at least once every three years.
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POLICY REQUIREMENTS

Strategic Planning

Management should develop a strategic plan for the mortgage company or incorporate a long-
term business plan for mortgage banking activities into the bank’s and/or bank holding
company’s strategic plan. Characteristics of long-term business plan include:

* Identifying strengths and weaknesses
* Growth targets
* Other strategic initiatives over a one-to-three year time horizon

Goals and objectives should be specific, measurable, understandable, and communicated
throughout the organization. To help achieve the goals established, progress must be monitored.
The board should review and approve the plan annually.

Mortgage Banking Policy

A well written mortgage banking policy will, at a minimum, address the following:

A. the mortgage banking activities the bank or mortgage company will be involved,
including loan production, pipeline and warehouse administration, secondary market
transactions, servicing operations, and management of mortgage servicing rights (MSR)
and excess servicing fees receivable (ESFR);

B. documentation standards for all aspects of mortgage banking activities, including
substantiating the initial book values of MSR and ESFR assigned to each pool of loans,
as well as the results of periodic reviews of each asset’s book and fair-market value;
systems that track and collect required loan documents;
impairment analyses, including using the discount rate applied when each MSR and
ESFR asset was originally booked and employing realistic prepayment estimates;

gn
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E. quality control reviews;

F. interest rate risk and liquidity levels;

G. guidelines for due diligence reviews, definitions of loan products to purchase, amount of
loans desired, and authority for purchase/commitment letter;

H. guidelines for amount of loans that can be retained in the pipeline, levels of uncommitted

inventory, number and dollar amount of pools in process, and approval authority;
board review of mortgage banking activity reports including default rates, new loans,
liquidity levels, capital needs, past dues, geographic concentrations, departmental profit’
and loss statements, and foreclosure rates.

[
.
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SUGGESTED MORTGAGE COMPANY REVIEW AREAS

MANAGEMENT AND BOARD SUPERVISION

1. Review minutes from board and committee meetings to determine whether directors are
fulfilling their fiduciary and supervisory responsibilities. Determine if management is
providing sufficient information to the board.

2.  Determine if any officer is paid based on volume/commissions.

3. Determine if the mortgage company’s goals and objectives are incorporated into a
long-term business plan. Determine whether objectives, goals, and growth targets are
reasonable.

4.  Evaluate the mortgage banking operations policy manual. Ensure that the policy
addresses such items as: mortgage company’s objectives, scope of operations, description
of the lines of approval for transactions, and reporting requirements.

5.  Determine the frequency and scope of internal and external audits. Determine if the audit
program adequately addresses: loan origination, mortgage servicing, secondary mortgage
marketing, internal controls, and management information systems.

6. Review audit reports and management responses to reports prepared by internal and
external auditors, FNMA, GNMA, and HUD.

7.  Determine if auditor’s exceptions are brought to the attention of the bank’s or bank
holding company’s board and the mortgage company’s board.

8.  Review the Quality Control plan to determine reasonableness and ensure compliance
with investor requirements.

9. Determine whether Quality Control results are relayed to executive management, and
whether follow-up procedures are adequate to ensure corrective action.
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10.  Review board minutes to ascertain the date the board last reviewed and approved the
insurance program.

11.  Review all current and pending litigation of a material nature and determine whether
adequate reserves are maintained to cover anticipated financial exposure.

12.  Evaluate staffing requirements and knowledge and skills of executi\"e officers.

13.  Evaluate adequacy of management information systems (internal and external).

LOAN ORIGINATION

1. Determine the types of mortgage products offered and the company’s target markets.
Evaluate portfolio trends for over reliance on one product type and undue concentrations
in one geographic area.

2. Determine whether the level of nonconforming or unsalable loans originated present
undue risk and whether the quality and delinquency trends for such loans are adequately

monitored.

3.  Ensure that all mortgage production offices conform to uniform policies for
underwriting, pricing, and product type.

4.  Determine if limits are set for uncommitted inventory for the mortgage operation.
Ascertain if a funding limit is set for the loan origination. How is it monitored for

liquidity?

5.  Evaluate procedures, checklists and systems for closing loans. Are all required
documents obtained from the borrower before funds are disbursed? If not, evaluate

appropriateness of suspense items.

6.  Review Quality Control reports to determine if underwriting concerns are identified.
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7. Determine if the bank monitors fall-out risk for borrower withdrawals and underwriting
concerns.

8. Determine who makes the decision for loans to be warehoused. Is there a dollar limit

for loans committed to be resold in pools or for loans held in uncommitted inventory?
Is there a limit on the length of time it can be carried in inventory?

LOAN PRODUCTION

1. Determine if the mortgage operations purchase loans on a wholesale basis. Are
purchases primarily new origination, seasoned loans or both?

2. Determine how the mortgage company is informed that loans are for sale.

3.  ‘Determine if there are policies and procedures for Due Diligence Reviews. Do contracts
specify scope, sampling, loan products, compensation, etc.?

4.  Does the loan policy limit purchases by loan type? geographic area? product features (ie
ARMs)?

SECONDARY MARKETING

1.  Review minutes from recent committee meetings to determine the nature and scope of
responsibilities, the frequency of meetings, and the degree to which oversight over
marketing activities is provided.

Determine whether loans or securities are sold with recourse. If so, are recourse
obligations monitored? Are recourse losses analyzed by investor and product type? Are
reserves held for recourse loans? Are reserves adequate?

Are all mortgage products ongmated by the mortgage company intended to be salable in
the secondary market? How is actual salability monitored? .
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4.  Are mortgage loans that are not salable generated specifically for the permanent
investment portfolio of either the mortgage banking company or its bank affiliates.
Related intercompany purchase and sale agreements should be reviewed for compliance
with Sections 23A and 23 B of the Federal Reserve Act.

5. What methods do management use to predict the volume of applications that are
expected to "fall out” of the mortgage pipeline. Is methodology well documented?

6.  Determine if any hedging products are used to hedge interest rate risk associated with
inventory loans and rate-locked loan applications in the pipeline? Review the marketing
policy to determine hedging products and strategies.

7. Review information provided to executive management and the board to determine
whether hedging practices are adequately supervised.

8. Review list of appfoved brokers and dealers. Have appropriate dealer limits been
established and limits adhered to? Are exceptions monitored?

9. Does management monitor the financial capacity of brokers and dealers?

LOAN SERVICING AND ADMINISTRATION

1. Determine if a periodic review of services provided by each subservicer is conducted.
The financial condition of each subservicer should be evaluated at least annually.

2. Has a contingent operating plan been established should subservicers and vendors be
unable to perform their contractual obligations?

3. Are periodic quality control reviews performed on the subservicer? If not, does the
subservicer have their own quality control review?

4. Does a disaster recovery plan exist to cover all servicing functions performed in house?
Verify that backup systems exist should primary systems fail.
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10.

Review the list of investors for which servicing is performed. Discuss the nature of any
recourse or repurchase provisions and nonreimbursable collection and/or foreclosure
expenses.

Determine if an annual analysis of escrow accounts is performed. How are underages
and overages handled?

Review procedures for collecting late payments. At what point do collection efforts start
once an account becomes delinquent? (i.e. 20 day requirements for some investors)

Review loan delinquency reports by product type and originator.

Determine the number and volume of delinquent loans that were purchased from the
servicing portfolio (buyouts and buybacks). Assess the impact of repurchases on
profitability.

Review the system for logging, tracking, and responding to customer complaints. Has
the volume of complaints grown? Are complaints addressed promptly, with any problems
resolved in a timely manner? Review mortgage complaint log and files and determine
if complaints are concentrated in one area.

FINANCIAL ANALYSIS

1.

Review the mortgage company’s financial statements over the previous three year
period. Discuss significant balance sheet and income statement categories with
management.

Are financial trends consistent with the economic envirdnment, interest rate movements,
and management’s intended growth strategy?

Obtain a copy of the loans past due 30, 60, and 90 days by loan type.

Obtain a list of loans in the process of foreclosure and bankruptcy. Review with
management. :
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10.

11.

12.

13.

14.

Reconcile all other real estate owned by the mortgége banking company to the general
ledger. Compare current appraisals to carrying value for potential write-downs.

Review the reserve account for accuracy and adequacy.

Determine the mortgage banking company’s liquidity needs based upon a review of the
size of its warehouse and the nature and extent of other longer-term assets.

Are sources of liquidity adequate under current conditions and economic duress?

Does the company have the ability to obtain the cash required to make payments as
needed? Easy access to lines of credit?

Review asset/liability management practices to determine whether funding maturities
closely approximate the maturities of underlying assets or whether a funding mismatch

exists.

Are capital levels adequate to absorb potential operating losses, provide for liquidity
needs and expected growth, and meet minimum requirements set by investors whose
loans are serviced and other external parties?

Does management adequately monitor and report capital levels to the board of directors?

Is the parent company prepared to support its subsidiaries should the financial need arise?
Are cash dividends paid by the mortgage subsidiary to the parent company reasonable?

Evaluate the overall financial condition of the mortgage company, considering its asset
quality, earnings, liquidity, and capital adequacy.
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APPENDIX A: ACCOUNTING LITERATURE
Banks must conform to Regulatory Accounting Principles. Bank holding companies and their
direct subsidiaries must conform to Generally Accepted Accounting Principles (GAAP). The
following is a list of GAAP governing the mortgage banking industry which are in the form of
accounting standards and interpretations. '
FASB Statement No. 122, "Accounting for Mortgage Servicing Rights."
SFAS No. 65, "Accounting for Certain Mortgage Banking Activities."
SFAS No. 80, "Accounting for Futures Transactions."

SFAS No. 91, "Accounting for Nonrefundable Fees and Costs Associated with Originating or
Acquiring Loans and Initial Direct Costs of Leases."

SFAS No. 115, “Accounting for Certain Investments in Debt and Equity Securities. "

Emerging Issues Task Force (EITF) Issue No. 85-13, "Sale of Mortgage Service Rights on
Mortgages Owned by Others." '

EITF Issue No. 86-38, "Implications of Mortgage Prepayments on Amortization of Servicing
Rights."

EITF Issue No. 86-39, "Gains from the sale of Mortgage Loans with Servicing Rights
Retained."

EITF Issue No. 88-11, "Allocation of Recorded Investment When a Loan or Part of a Loan is
Sold."

EITF Issue No. 89-5, "Sale of Mortgage Loan Servicing Rights."
'EITF Issue No. 92-10, "Loan Acquisitions Involving Table Funding Arrangements."

Technical Bulletin No. 87-3, "Accounting for Mortgage Servicing Fees and Rights."
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APPENDIX B: REGULATORY GUIDANCE

State’ and Federal issuances which may be useful in reviewing mortgage banking activities:

23-32-701 A.C.A. - Powers of Banks
FDIC Transactions Between Member State Banks and Their Affiliates
FFIEC Mortgage Servicing Rights

2010.0.1 Policy Statement on the Responsibility of Bank Holding Companies to Act as -
Sources of Strength to Their Subsidiary Banks

2020.0 - .7 Intercompany Transactions

2050.0 Extensions of Credit to BHC Officials

2060.0 - .6 Management Information Systems

2065.2 Determining an Adequate Level for the Allowance for Loan and Lease Losses

2080.0 - .3 BHC Funding Practices

2130.0 Futures, Forward, and Option Contracts
2150.0 Repurchase Transactions
2190.0 Asset Securitization

2190.0.5 "Interagency Supervisory Policy Statement on Securities Activities"

3070.0 Section 4 (c) (8) - Mortgage Banking
3080.0 Section 4 (c) (8) - Servicing Loans
4000 Financial Analysis

4070 BHC Rating System
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APPENDIX C: GLOSSARY OF TERMS

The following is a glossary of terms which are commonly
used within the mortgage banking industry. Note: the
use of such terminology varies widely and should be
clarified during each examination or inspection.

A

Acceleration clause: A clause that is commonly
included in mortgages which gives the lender the right
to demand that the entire outstanding balance be paid
in the event of any default.

Adjustable rate mortgage (ARM): A type of mortgage
which does not have a fixed rate of interest. Instead,
the interest rate is adjusted periodically according to
a preselected index.

Amortization: Accounting procedure that gradually
reduces the cost value of a limited life or intangible
asset through periodic charges to income. Amortization
also refers to the reduction of debt by regular
payments of interest and principal sufficient to repay
a loan by maturity.

Annual percentage rate (APR): The percentage
relationship expressed as a yearly rate, of total
finance charges (including interest, fee, and points)
to the amount of the mortgage.

Applicant: A prospective borrower who has completed a
mortgage application. An application entails a series
of steps, usually including the completion of
documents, a lender requires of those seeking a loan.

Arbitrage: The simultaneous buying and selling of any
securities, including mortgages, mortgage-backed
securities, or. .futures contracts in different markets
for the purpose of realizing a profit from differences
in price.



Arm’s’ length transaction: A transaction in which the
parties involved are entirely independent of each
other, deal with each other as strangers, and have no
reason for collusion.

Ask or Asking price: The offering or sales price at
which a security would be sold by a securities dealer

to an investor.

Assessed value: The value assigned to real property
for the purpose of taxation. This value does not
necessarily correspond to the market value.

Assignment of mortgage: A legal document that
transfers ownership of a mortgage.

Assignment of trade: A hybrid wholesale production
channel involving the purchase of loans with
correspondent investor commitments.

Assumption of mortgage: A process whereby the
purchaser of a property accepts responsibility for
continuing the mortgage payments of the previous
owner/seller. The seller remains secondarily liable,
unless specifically released by the lender. A fee may
be paid to the mortgage servicer when the mortgage is
assumed, which is called an assumption fee.

Average life of a mortgage: Average amount of time a
mortgage is outstanding. Often an owner will sell or
refinance.a property before the loan balance is
completely amortized. For example, 30-year mortgages
traditionally have been considered to have a 12 year
average life. Investors use this statistic to estimate

mortgage yield.

B

Balloon mortgage: A mortgage with periodic principal
and interest payments that do not fully amortize the

loan. The balance is due in a lump sum payment (i.e.,
a "balloon payment"), usually at the end of the term.

Basis point (bp): .One one-hundredth of one percent.
(.01% or 1/100%)



Bid: The price at which a seller will sell particular
securities. The highest price offered for a security
at a given time. Also referred to as a quotation or
quote.

Bridge financing: A loan spanning the gap between the
termination of one loan (generally short-term) and the
start of another (generally long-term) loan. Also
called gap financing. C

Broker: A person who earns a fee or commission:to
bring buyers and sellers together and assist in
negotiating contracts between them. In mortgage
lending, the broker may be a real estate broker (who
introduces buyers and sellers) or a mortgage broker
(who brings together borrowers and lenders or
investors).

Bulk acquisition or purchase: Acquisition of servicing
rights only. ‘

Bulk sale: Purchase of servicing rights only.

Buy-down mortgage: A mortgage with a below-market
interest rate made by the lender in return for an
interest rate subsidy. Subsidies can be in the form of
additional discount points paid by the builder, seller,
or buyer.

Buy-up: Freddie Mac’'s up-front payment to a loan
seller in exchange for a higher guarantee fee.

c

Capitalization: The process of converting into present
value a series of anticipated future installments of
net income. This is done by discounting the future
installments into a present worth, using a specific
required rate of return on investment.

Capitalized servicing asset: See Excess servicing,
Excess servicing fee receivable and Purchased mortgage
servicing rights.

Certified Mortgage Banker (CMB): A professional
designation awarded by the Mortgage Bankers Association
(MBA) to employees. of MBA member firms who have
demonstrated superior abilities and have met certain
requirements.



Closing: The process whereby all documents are signed,
the deed is delivered, and funds are disbursed, to
conclude -a real estate sale and/or mortgage. A closing

is also called a settlement.

Co-issue: A hybrid wholesale production channel that
entails bulk purchases of servicing rights only.

Collateralized Mortgage Obligation (CMO): A mortgage-
backed security in which multiple classes of investors

receive repayments of principal and interest on
different schedules. A CMO is normally treated as a
debt obligation of the issuer for tax and accounting

purposes. -

Collection: Actions taken by a mortgage servicer to .
obtain payment and begin foreclosure on mortgages that

are overdue.

Commercial paper: Short term, negotiable, unsecured
notes of highly reputable business firms.

Commitment: 1) A legally binding promise that a lender
will grant a mortgage to a borrower if certain
conditions are met; 2) a contract to originate, buy, or
sell a mortgage or group of mortgages or securities,
usually at a specified price and time; and, 3) a
written statement that a mortgage insurer agrees to
insure a mortgage against default for a specified
amount and other terms. A fee paid for a commitment is
called a commitment fee.

Conforming mortgage loans: Loans which meet all
requirements (size, type, age, and documentation) to be
eligible for purchase or securitization by federal
agencies such as Fannie Mae.

Constant prepayment rate: The annual amount, in
addition to scheduled principal and interest
amortization, that a mortgage or mortgage-backed
security is expected to prepay.

Conventional loans: Loans that are not insured or
guaranteed by the federal government, generally require
higher down payments than government loans, and bear
market rates of interest.

Correspondent: A specialized type of mortgage banker
whose function is limited to the origination of
mortgages which are sold to other mortgage bankers or

investment bankers.



Cost-of-carry: The difference between the yield on an
instrument and the cost of funds to finance it.

Coupon rate: 1) The annual interest rate on a debt,
such as a note or bond; 2) the contract rate stated in
the mortgage note; and 3) the rate stated on the face
of a mortgage security, not the rate of the mortgage in
the pool that backs the security.

Coverage: The percent of the mortgage pipeline that
has investor commitments or is hedged. Coverage is
usually expressed as a percent of the total pipeline,
or in actual dollars. Coverage can also refer to
insurance. .

Credit life insurance: Optional insurance offered by.
most mortgage servicers which will pay off the mortgage
balance if the insured mortgagor dies. It is similar
to declining term life insurance. Premiums are
normally collected through an escrow account.

Cross hedge: A hedge of an asset or liability with an
instrument of different characteristics.

Current coupon: The interest rate for mortgage
securities which is usually approximately 1/2% (50
basis points) less than the most widely quoted interest
rate for fixed rate mortgages.

D

Dealer: 'An investment banker or firm in the business
of buying and selling mortgage-backed securities not as
an agent, but as a principal. Unlike brokers, dealers
hold inventories of securities.

Decree of foreclosure and sale: A court order that
requires a property to be sold to repay a specified
amount of debt.

Deed-in-lieu: A deed given by a borrower to a lender
to avoid foreclosure. '

Deed of trust: The legal document used in some states
instead of a mortgage. It secures repayment of the
note by conveying the property title to a trustee. The
trustee returns or releases the title to the borrower
when the mortgage note is paid off, but if the borrower
defaults, the trustee can sell the property to pay the
debt.



Default: Failure to comply with the terms or covenants
of a note or mortgage.

Deficiency: The difference between the balance owed on
a mortgage and the proceeds from the foreclosure sale.
The courts may issue a legal order for the mortgagor to

pay the deficiency.

Delinquency ratio: The ratio of past due mortgages to
total mortgages serviced. Usually delinquencies are
classified in 30, 60, or 90 day intervals.

Delivery: The transfer of final mortgage documents to
an investor for purchase.

Derivative mortgage product: A financial instrument
that is created by redistributing the cash flows from
underlying instruments such as mortdages or mortgage-
backed securities to different classes of investors.
The most common derivatives include multiplé class
securities (e.g., CMOs), stripped mortgage-backed
securitie$, and residuals.-

Discount: 1) in loan originations, a discount refers
to the amount withheld from loan proceeds by a lender
and, 2) in secondary market sales, a discount is the
difference between the market value of a note and its
face value. In both instances, the purpose of a
discount is to adjust the yield upward, either in lieu
of interest or, more often, in addition to interest.
The rate or amount of discount depends on money market
conditions, the credit of the borrower, and the rate or
terms of the note.

©

Economic value of mortgage servicing: The term used to
describe the unique value of a given servicing
portfolio for a given servicer, at a point in time.

Effective interest rate: The actual rate of return to
the investor, considering commitment fees, loan points,
or other fees. Also called yield.

Effective yield: The annual return expressed as the
face interest rate divided by the amount invested, used
when a mortgage or other debt instrument is bought at a
discount or premium.



Equal Credit Opportunity Act (ECOA): A federal law
that requires lenders and other creditors to make
credit equally available without discrimination based
on the borrower’s race, color, religion, national
origin, age, sex, marital status, or receipt of income
from public assistance programs. Also called
"Regulation B".

Escrow: Deposit of money with the mortgage servicer to
pay taxes, insurance, and other property expenses. In
some states, these are known as impounds or reserves.
In other states, the term escrow is used to describe a
purchase transaction that has not yet closed.

Escrow analysis: The periodic,. usually annual, review
of mortgage escrow accounts to determine if current
monthly deposits will provide .sufficient funds to pay
taxes, insurance, and other bills when due. The
borrower’s monthly payments are usually adjusted if the
analysis shows a deficit or excess in the escrow
account.

Excess servicing or excess servicing fee receivable:
The portion of a mortgage servicing fee which is above
or' in excess of the lowest fee generally available from
government -sponsored agencies. See Servicing and
servicing fee.

Exposure: A market position characterized by uncovered
or unhedged mortgage pipeline and/or inventory risk
that may result in a financial loss, due to
fluctuations in interest rates and other market
factors. .

F

Face value: Par value or the actual selling price of a
security; the amount the issuer contracts to repay.

Fallout: Mortgages'ip the pipeline that do not close.

Farmer’s Home Administration (PmHA): A federal
government agency that provides residential mortgage
financing to farmers and others who are unable to
obtain mortgages elsewhere.

Federal Home Loan Mortgage Corporation (FHLMC or
Freddie Mac): This stockholder-owned corporation
supports the secondary market by: a) buying qualifying
residential mortgage pools from lenders; b) packaging
the mortgage pools into new mortgage-backed securities;



c) providing certain securities-related guarantees;
and, d) reselling these securities in the open market.
A portion of Freddie Mac’s directorate is appointed by
the President of the United States.

Federal Housing Administration (FHA): A federal agency
within the Department of Hous1ng and Urban Development
(HUD) that insures lenders against loss on residential
mortgages and sets standards for construction and
underwriting. The FHA does not lend money, nor does it

plan or construct housing.

Federal National Mortgage Association (FNMA or Pannie
Mae): FNMA is the nation’s largest mortgage investor
and is a stockholder-owned government-sponsored
corporation. Similar to the FHLMC, FNMA supports the.
secondary market by purchasing mortgages from lenders
and reselling them to investors. The agency mostly
packages mortgages backed by the FHA, but also sells
some privately insured mortgages. FNMA shares are
traded on the New York Stock Exchange, the price of
which usually soars when interest rates fall and
plummets when interest rates rise.

Firm commitment (with regard to mortgage banking): 1)
For mortgages, a lender’s agreement to grant a mortgage
to a specific borrower under specxflc terms and
conditions within a given time; 2) in the secondary
mortgage market, a buyer’s agreement to purchase
mortgage securities under specified terms.

Float: In mortgage servicing, the period of time
between the receipt of a borrower’s funds and
remittance of those funds to investors.

Flow basis: Loans are purchased individually.
Delivery may be either on a mandatory or a best efforts

basis.

Foreclosure: Legal action taken by a lender to seize
and sell a mortgaged property in order to repay a
defaulted borrower’s loan.

Forward commitment or contract: An agreement between a
buyer and seller to purchase or sell a specified amount
of mortgages or securities at an agreed upon price and
date.  Sometimes also called a forward delivery
contract or forward coverage.

Futures: Contracts for the purchase or sale of
commodities in the future, usually on or before a
particular date.



G

Ginnie Mae (GNMA mortgage-backed securities or GNMA-
MBSs): The nickname for the Government National
Mortgage Association (GNMA) and the pass-through
certificates issued by that agency. See also Ginnie
Mae Pass-through certificate.

Ginnie Mae Pass-through certificate: A security backed
by a pool of mortgages and guaranteed by GNMA, which
passes through to investors the interest and principal
payments of homeowners. All certificates issued by
GNMA are considered pass-through certificates.
Homeowners make mortgage payments to the lender that
originated the mortgage. The lender deducts a service
charge (e.g., 1/2%) and forwards the payments to the
pass-through buyers, who may be institutional investors
or individuals. Ginnie Mae  guarantees that investors
will receive timely principal and interest payments
even if homeowners do not make mortgage payments on .
time. These certificates are issued either by a single
issuer per pool, referred to as Ginnie Mae Is, or by
multiple issuer pools, referred to as Ginnie Mae IIs.

Ginnie Mae I: A mortgage-backed pass-through security
issued by a single issuer representing a pool of
residential mortgages insured or guaranteed by the FHA,
Veteran’s Administration (VA) or FmHA. All mortgages
in the pool must be at the same fixed rate.

Ginnie Mae II: Similar to Ginnie Mae I except that
this security represents pools of loans from several
lenders combined into a single issue of securities,
i.e., multiple issuer pools. Adjustable rate mortgages
are permitted for inclusion in the pools and mortgages
in the pools can have interest rates that vary by as
much as 100bp or 1%, but may be no lower than S50bp
above the security rate. A central paying agent
(currently Chemical Bank) passes principal and interest
payments directly to securities holders.

Government loans: Loans which generally carry a below-
market interest rate and are either insured by the FHA
or guaranteed by the Veterans Administration (VA).

Government National Mortgage Association (GNMA or
Ginnie Mae): A government-owned corporation and agency
of the U.S. Department of Housing and Urban Development
(HUD) . GNMA purchases mortgages from private lenders,
packages them into securities called Ginnie Maes
(above), and sells the certificates to investors. The
.agency guarantees, with the full faith and credit of




the U.S. Government, full and timely payment of
principal and interest to registered Ginnie Mae
holders. Ginnie Maes are issued by private firms and
marketed through security broker/dealers.

Graduated payment mortgage (GPM): A mortgage featurlng
lower monthly payments at first, which steadily rise
until they level off after a few years. This type of
mortgage could result in negative amortization.

Guarantee or guaranty: An assurance that a third party
will fulfill a contractual obligation if the original
party does not. In mortgage banking, it refers to
either 1) the interest rate lock lenders offer
borrowers; 2) the promise that a mortgage will be paid
by the guarantor (VA or FHA) if the borrower defaults,
or, 3) the commitment of a guarantor (such as Ginnie
Mae, Freddie Mac, or Fannie Mae) to pay the investor in
a mortgage security in the event of a default.

H

Haircut: The difference between the market value of a
mortgage and the amount of money a lender will advance
against it.

Hedging: A marketing strategy that reduces or
transfers risk of loss from interest rate volatility.

The purchase or sale of mortgage futures or other
contracts to offset mortgage transactions in the event

of an adverse turn in market rates.

HUD: The Department of Housing and Urban Development.
A governmental entity responsible for the
impiementation and administration of housing and urban
development programs.

I

Immediate delivery or immediate settlement: Dellvery
or purchase of mortgages or mortgage securltles in the
current month.

Institutional lender: A financial institution that
lends to the public, such as a bank, savings and loan,
mutual savings bank, life insurance company, or pension
fund. This type of lender invests in mortgages using
customer deposits or other funds it manages. The
mortgages are either originated by the institution or
purchased from another lender. Sometimes institutional
lenders are called portfolio lenders.
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Insured mortgage: A mortgage protected by FHA, FmHA,
or a private mortgage insurance company. If the
borrower defaults, the insurer must pay the lender the
insured amount.

Interest-only (IO) strip: Mortgage security consisting
of the interest rate portion of a stripped mortgage- -
backed security (SMBS). The holder receives only the
interest portion of the principal and interest payments
from the underlying collateral mortgages. Most often
the IO is used as a hedging device in periods of high
interest rates, as the performance of an IO strip
varies inversely to mortgage prepayments. High
prepayments on underlying loans can return less to the
holder than the dollar amount invested. See also
Principal-only (PO) strip.

Inventory: In the secondary market, refers to
mortgages that a lender has closed but has not yet sold
to an investor. Does not include loans in the
pipeline. See also Pipeline.

Investor: In mortgage lending, an investor can be: 1)
any person or institution that invests in mortgages or
mortgage-backed securities, and 2) a property owner who
does not occupy the property, but uses it to produce
income (rent). An investor is also called a permanent -
lender. '

Involuntary lien: A lien imposed against a property
owner without the owner’s consent. Examples are:
property tax liens, special assessments, mechanic’s
liens, judgment liens, or federal income tax liens.

Issuer: One who packages mortgages for sale as
securities.

Jd

Judgment: Final determination by a court of the rights
and claims of the parties to an action. The recording
of a judgment creates a lien upon all land of the
judgment debtor in that jurisdiction.

Judicial foreclosure: The type of legal proceeding
used in some states that requires court action to
foreclose on a property.

Jumbo loan: A loan that exceeds the statutory size

limit eligible for purchase or securitization by
federal agencies.
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Junior mortgage: Any mortgage which is subordinate to
the claims of a prior lien or mortgage.

L .
Late charge or fee: An additional charge a borrower is
required to pay as a penalty for failing to make a

payment when due.

Letter of credit:>:.A letter authorizing a person or
company to draw on a bank, or stating that the bank
will honor their credit up to the stated amount.

Lien: The security interest created in a property by a
mortgage. It is the legal hold or claim on the
property which can be exercised if the debt is not

repaid. -

Loan administration: A mortgage banking function which
includes the collection and tracking of monthly
principal and interest payments and penalties on late
payments, customer service, escrow administration,
investor accounting, curing defaults, and foreclosing
when a homeowner is seriously delinguent. Also
referred to as servicing. :

Loan file: A file that contains all mortgage documents
and information an underwriter or investor needs to
approve or deny a mortgage application or investment.

Loan production cycle: The period from loan
application through funding of a mortgage loan. Can
include loans from brokers purchased on a wholesale
basis and not yet funded.

Loan-to-value ratio: The loan amount divided by the
value of the underlying real estate securing the
mortgage. '

Lock-in: Agreement that commits a lender to make a
mortgage at a specified rate provided the borrower’s
application is approved and closed within a specified
period. Also called rate lock.

M

Mandatory delivery contract or commitment: An
agreement between a buyer (investor) and seller for the
purchase and sale of specified mortgage product in
which both parties are obligated to perform by a
certain date. Failure to deliver usually incurs
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penalties such as fines or permanent or temporary
suspension from the investor's programs.

Mark-to-market: The process whereby the cost or book
value is adjusted on the financial statements to
reflect the current market value. The income statement
reflects the unrealized gain or loss and the balance
sheet item is written up or down accordingly.

Mark-to-market report: A report that values the
inventory by comparing total book value to the sales
price of loans or the current market prices for unsold
loans. This report is used to determine the lower-of-
cost-or-market, as required by Statement of Financial
Accounting Standards 65, Accounting for Certain
Mortgage Banking Activities.

Marketing or secondary marketing: The sale of mortgage
loans in the warehouse or in inventory to investors in
the secondary market through investor commitments.

Marketing risk: A lender’s loss exposure on a mortgage
sale in the event interest rates rise between the time
a lender locks-in a rate with the borrower and the time
lender commits to sell the mortgage to an investor.

Master servicer: For mortgage securities, the master
servicer is responsible for servicing and administering
the mortgages in a pool, but may contract with the
originator to actually perform most of the servicing
functions. '

Maturity: The date a mortgage is due in full, or, the
expiration or termination of a mortgage note.

MBS rate: The interest rate (pass-through rate) that
investors receive on a mortgage-backed security. This
rate is usually lower than the interest rates on the
mortgages that comprise the pool, due to servicing and
guarantee fees.

MCS: Multiple class security such as a stripped
mortgage-backed security (SMBS).

Modified pass-through: A variation of the pass-through
mortgage security which guarantees the timely payment
of interest to the investor regardless of actual
collections on the underlying mortgages.

Mortgage: A legal document which pledges a property to
a lender as security for payment of a debt. The owner
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retains possession and use of the property while the
debt is repaid.

Mortgage-backed security (MBS): An investment backed
with pools of mortgage loans as security. Ownership is
evidenced by an undivided interest in a pool of
mortgages or trust deeds. Investors receive payments
out of the interest and principal on the underlying
mortgages. The term originated with Fannie Mae and
Ginnie Mae securities but has become generic in the
mortgage banking industry and is often used to refer to
any mortgage security. )
Mortgage banker: Individual, firm, or corporation®that
originates, sells and/or services loans secured by
mortgages on real property. A mortgage banker’s income
is derived from origination and servicing fees, profits
on the resale of loans, and the spread between mortgage
yields and interest paid on borrowings while mortgages

are held for sale.

Mortgage discount: The percentage difference between
the principal amount of a mortgage and the selling
price in the secondary market. Lenders usually require
borrowers to make up this difference by paying points,
brokerage fees, or origination fees.

Mortgagee: The lender in a mortgage transaction.

Mortgage insurance: Insurance that protects a mortgage
lender against loss if a mortgagor defaults and the
property is foreclosed. This insurance covers a
percentage of the principal balance, usually 20-25%.

Mortgage insurance premium: The fee paid by a
mortgagor (i.e., borrower) for mortgage insurance
either to the FHA or private mortgage insurance
company. The premium is usually collected as part of
the monthly escrow payment. Generally required when
the loan-to-value percent is higher than 80%.

Mortgage note: A written promise to pay a sum of money
at a stated interest rate during a specified term. A
mortgage note is secured by a mortgage.

Mortgage-participation certificates: Instruments sold
by FHLMC and FNMA, similar to GNMA pass-throughs in
that they represent an ownership interest in mortgage
pools, but different in that the underlying loans are
conventional mortgages which are not insured by the

Federal Government.
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Mortgage pool: A group of mortgages sharing similar
characteristics (in terms of class of property,
interest rate, and maturlty) that are combined to form
mortgage- -backed securities. Investors buy
participations and receive income from payments on the
underlying mortgages.

Mortgage servicing: See Loan administration.

Mortgage servicing rights: The legal right to the
future income stream for servicing mortgages.
Servicing rights may be: 1) created through self-
origination of mortgages, referred to as originated
mortgage servicing rights (OMSRs), an off-balance:sheet
item, or, 2) acquired with or without the related
mortgages. If the rights are acquired and a definitive
plan to sell the related loans exists, GAAP (i.e., SFAS
65) permits the capitalization of these rights which
are considered intangible assets -and referred to as
purchased mortgage servicing rights (PMSRs).

Mortgagor: The borrower in a mortgage transaction who
pledges property as a security for a debt.

H 13

Negative amortization: An increase in the outstanding
principal balance of a mortgage which occurs when the
borrower’s monthly payments do not cover all of the
interest due and the unpaid amount is added to
principal.

Negative carry: In warehousing, a deficit is created
when the interest rate paid for short-term borrowings
is greater than the interest rate earned on mortgages
financed; also referred to as a negative spread.

Net mandatory position: The difference between the
dollar volume of loans in inventory and mandatory sales
commitments.

Nonconforming mortgage loans: Loans which do not meet
all requirements (size, type, age, and documentation)

"to be eligible for purchase or securitization by

federal agencies such as Fannie Mae or Freddie Mac.

Nonrecourse loan: A type of mortgage loan in which the
lender’s remedies, in the event of borrower default,
are limited to foreclosing the mortgage, without the
personal liability. of the
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borrower. 1In secondary marketing, a nonrecourse loan
is one that an investor cannot force a lender to

repurchase.

Nut: The carrying charge on a property, such as the
monthly nut for an investment piece of real estate.

o]

Option: A contract granting the right to purchase,
sell, or use a property at a stated price during a
stated period of time. In secondary marketing, an
option is an instrument used to hedge marketing risk.
Examples are over-the-counter mortgage options or -

Treasury bond futures options.

Optional deliver or optional delivery commitment: See
Standby commitment.

Optional insurance: Insurance programs offered by the
lender but not required by the mortgagee. Examples
include credit life insurance and disability insurance.

Originate or origination: The process of creating
mortgages.

Originated Mortgage Servicing Rights (OMSRs): See
Mortgage servicing rights.

Origination fee: The lender’s fee charged a borrower
to prepare documents, make credit checks, inspect and
appraise property, and close the mortgage.

Originator: A person or entity that produces mortgage
applications. Originators seek applicants by
encouraging builders, real estate agents, and others to
refer prospective borrowers to them. The originator
obtains pertinent information about the property and
borrower, assists in completion of the application, and
usually receives a commission for mortgages that close.

Owned real estate (ORE): Property acquired by a
mortgage lender as a result of foreclosure or a deed-
in-lieu of foreclosure. Also called real estate owned

(REO) or other real estate owned (OREO).

2

Pair-off: A buy-back to offset, and effectively
ligquidate, a prior sale of securities or mortgages.
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Par: 100% of face value of a financial instrument with
no consideration for market value.

Participation certificate (PC): A type of mortgage
security issued by Freddie Mac.

Pass-through security: A mortgage security where the
interest and principal on the underlying mortgage are
paid or passed through to the security holder.

Pipeline: The aggregate of mortgages in process that
are not yet ready for transfer to an investor because
they have not been closed.

Positive carry: In warehousing, when the cost of
short-term borrowing is less than the yield on the
longer-term instrument being financed. Also called
positive spread.

Point: One percent of the principal amount of a
mortgage (1.0%).

Prepayment: Payment of all or part of a mortgage debt
before it is due. This often occurs when a borrower is
refinancing a loan due to a reduction in interest
rates. The refinance may or may not occur with the
same lender.

Price: When referring to buying and selling of
mortgages, price represents the percentage relationship
between the amount paid for a mortgage or mortgage-
backed security and the face value of that instrument.
If sold for par, the price is 100, a premium price
could be 105, and a discount, 95 percent of face value.

Primary market: The market in which mortgages are
created and funded directly to borrowers.

Principal only (PO): A class of stripped mortgage-
backed security (SMBS) that is entitled to only the
principal portion of the payment from the underlying
mortgage collateral.

Private mortgage insurance (PMI): Insurance provided
by a private company to protect a mortgage lender
against loss if a mortgagor defaults. Generally
required when the loan-to-value ratio is higher than
80%. :

PSA (Public Securities Association): An association of
investment banking firms that trades certain kinds of
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government-related securities, including mortgage-
backed securities.

Purchased mortgage servicing rights (PMSR): Intangible
asset which represents the value of the right to future
servicing income on mortgage loans committed for sale
to investors. In certain circumstances, mortgage
bankers may sell the rights to a third party. Mortgage
servicing rights can be purchased exclusive of the
related loans through bulk acquisition, business
combinations, or production flow activities. 1If a
definitive plan to sell the loans exists at the time of
acqulsltlon, the mortgage banker may capitalize the
accompanying servicing rights, along with any costs
incurred as part of the acjuisition.

Q

Quality control: A system of checkpoints and
safeguards designed to ensure that all mortgages are
originated, processed, underwritten, closed, and
serviced according to specified standards and that
optimal levels of quality, accuracy, and efficiency are

malntalned

R

Rate lock: A commitment issued by a lender to a
borrower or other mortgage originator guaranteeing a
specified rate of interest for a specified period of
time. Also called lock-in.

Real estate owned: Property a lender acquires as the
result of foreclosure. Also called ORE or OREO.

Real Estate Mortgage Investment Conduit (REMIC): A
vehicle for issuing multiclass mortgage-backed
securities which allows the issuer to treat the
security as a sale of assets for tax and accounting

purposes.

Real Estate Settlement Procedures Act (RESPA): A
federal law that requires lenders to provide borrowers
advance good faith estimates of settlement costs and
charges connected with real estate and mortgage
transactions within three days of making a loan

application.

Recording: The registering of documents (such as deeds
or mortgages), or details of a legal document, with a
designated local government office, so that there is a
public record of the documents’ existence.
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Recourse loan: A type of mortgage loan in which the
lender’s remedies, in the event of borrower default,
are unlimited, extending beyond the property to the
borrower’s personal assets. In secondary marketing,
recourse loans are those that the lender must
repurchase in the event of default or other defect.

Recourse reserve: Reserve established to mitigate the
risk associated with recourse sales in the secondary
market.

Recourse sale: A sale of mortgages in which the
seller/servicer retains the risk of default or other
specified risks. The investor may put the mortgage
back to the seller/servicer under certain specified
conditions.

Refinance: Repayment of a debt from the proceeds of a
new loan, using the same property as security.

Reinstatement: Restoration of a delingquent mortgage to
current status through the payment of overdue funds.

Rescission: The cancellation or annulment of a
transaction or contract by the operation of law or by
mutual consent. Borrowers usually have the option to
cancel or rescind a mortgage refinance within three
business days after it has closed.

Residential real estate loans: real estate loans which
are categorized as either government loans or
conventional loans.

Residuals: Excess income generated by the underlying
mortgage collateral of certain mortgage-backed
securities, not needed to meet contractual obligations
to security holders.

Retail loans: Mortgages originated through the
company'’s own branch network.

Reverse repurchase agreement: An agreement to purchase
mortgage-backed securities from. a party with a
simultaneous agreement to resell them at a specified
future date and price.

S

Satisfaction of mortgage: A recordable legal document
given to a borrower to release a mortgage after it has
been paid in full.
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Secondary mortgage market: Trading operatlons between
lenders and investors who buy and sell ex1st1ng
mortgages or mortgage-backed securities in an open

market.

Seller-servicer: A secondary mortgage market term for
a mortgage banker or other entity approved by Fannie
Mae or Freddie Mac to sell and service mortgages.

Servicing: See Loan administration.

Servicing fee: The compensation a servicer receives-
from an investor for servicing mortgages which
typically ranges from 25 to 50 bp annually for
residential mortgages. The fee is usually calculated
and deducted from the interest portion of the monthly
payments and is based on the outstanding principal of

each mortgage serviced.

Servicing released: A stipulation in the agreement for
the sale of mortgages in which the seller is not
responsible for loan administration.

Servicing retained: A stipulation in the agreement for

the' sale of mortgages in which the seller is
responsible and receives a fee for administration of

the mortgages.
Servicing rights: See Mortgage servicing rights.

Settlement date: The date a buyer and seller meet to
complete a real estate sale or mortgage, i.e, the
closing. Also, the date a security is delivered to a

dealer or investor.

Short risk ratio: The dollar difference between
mandatory commitments and inventory loans divided by
plpellne dollar volumes less expected fallout.

standby commitment: In secondary marketing, a

commitment to purchase mortgages with specific terms,
with the understanding that delivery is unlikely. Also
called optional delivery commitment. The commitment is
issued for a fee paid by the seller to the purchaser
The paid to an investor for a standby commitment is
called a standby fee.

Standby contract: An option to sell a spec1f1ed dollar
amount of mortgages or mortgage-backed securltles by or
on a specified date at a specified price.
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Stripped mortgage-backed security (SMBS): A security
formed by segregating principal from interest to create
separate interest only and principal only mortgage-
backed securities. ’

Swap: The exchange of one asset or liability for a
similar asset or liability to lengthen or shorten
maturities, raise or lower coupon rates, or exchange
fixed and variable payment streams.

I

Table funding: A hybrid wholesale production channel
whereby a mortgage company will purchase loans from an
unaffiliated third party (i.e., correspondent), at
closing. Servicing rights may be capitalized if: 1)
the risk of origination rests with the third party, not
the purchaser and, 2) the correspondent is independent
of the purchaser.

Tax liem: A claim against property for unpaid taxes.

Term: The period of time between the commencement date
and termination date of a note, mortgage, or other
legal document or contract.

Trade date: The date on which parties enter into an
agreement for the purchase or sale of mortgage-backed
securities.. The settlement date may be the trade date
or a later date.

Tranche: A level or class of investment interest in a
CMO or REMIC, differentiated by maturity, interest
rate, and/or accrual .structure.

Truth-in-Lending law: A federal law that requires
lenders to fully disclose in writing, the terms and
conditions, the annual percentage rate, and other
charges for mortgages.

Turnaround time:# The period of time: 1) from receipt
of a mortgage application to closing; or 2) from

delivery of mortgages to an investor to the time the
mortgages are funded by the investor.

g

Underwriting: In mortgage banking, an analysis of the
risk involved in making a mortgage loan to determine
whether the risk is acceptable to the lender.
Underwriting involves the evaluation of the property,
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as outlined in the appraisal report, and of the
borrower’s ability and willingness to repay the loan.

Usury: Charging more for the use of money than allowed

by law.

v

Variable rate mortgage: A typé of adjustable rate
mortgage (ARM).

Veterans Administration (VA): An agency of the federal
government which guarantees residential mortgages made
to eligible veterans of the military services. The
guarantee protects the lender against loss and thus
encourages lenders to make long-term, low down payment
mortgages- to veterans.

W

Warehouse loans: In mortgage banking, loans that are
funded and awaiting sale or delivery to an investor.
Also referred to as inventory.

Warehouse spread: The difference between the interest
rates on warehoused mortgages and the interest rate
charged by the warehouse lender.

Warehousing: Refers to the short term line of credit
used by mortgage bankers to fund mortgages prior to the
sale and delivery to investors. This credit is usually
provided by commercial banks or thrifts who hold the
mortgages as collateral until the loan is paid off upon
delivery to the investor.

Weighted average coupon (WAC): The weighted average of
the gross interest rates of mortgages in a mortgage
pool, as of the issue date, with the balance of each

mortgage used as a weighing factor.

Weighted average maturity (WAM): The weighted average
of the remaining terms to maturity of mortgages in a
mortgage pool, as of the issue date.

Whole loan or mortgage: The entire mortgage, before it
is sold with servicing retained or packaged in a
mortgage security.

Y

Yield: The rate of return on an investment over a
specified period of time. vYield is expressed as a
percent of the amount invested.
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ARKANSAS STATE BANK DEPARTMENT ANy vy
EXAMINATION POLICY Supersedes
. Approval : %
SUBJECT: Retail Sales of NonDeposit Investment Products
I. Introduction

The sale of nondeposit investment products, which is defined for this policy to include equity
securities, bonds, mutual funds, and annuities, by Arkansas state chartered banks, has increased
over the last few years. To provide guidance for this type of activity, this examination policy
has been issued in conjunction with the Interagency Statement issued February 15, 1994 by the
four Federal banking regulatory agencies. A bank's compliance with these policies should be
evaluated as a part of the examination process.

Although the Interagency Statement does not generally apply to sales of nondeposit investment
products to nonretail customers, such as sales to fiduciary accounts administered by an
institution, examiners should apply the recommended examination procedures when retail
. customers are directed to the institution's trust department where they may purchase nondeposit
investment products by simply completing a customer agreement.

II.  Authority to Sell NonDeposit Investment Products

A Resolution addressing the sale of securities for bank customers and others was issued by the
State Banking Board as of March 8, 1983.

All Arkansas banks were authorized to sell fixed or variable annuities through Act 592 of 1995 -
which amended A.C.A. Section 23-64-203. This act allowed all banks to be licensed to sell
credit life insurance as well as fixed or variable rate annuities.

Individuals that sell nondeposit investment products must be registered with the National
Association of Securities Dealers (NASD) and the Arkansas Securities Department. The chart
below lists the required examination series an individual must pass before he/she is qualified to
sell a particular type of security or nondeposit investment product in Arkansas:
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EXAMINATION POLICY Supersedes
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SUBJECT: Retail Sales of NonDeposit Investment Products
PRODUCT REQUIREMENTS TO SELL
Mutual Funds Series 6 or 7, AND Series 63
Fixed Rate Annuities Fixed annuity license issued by
Arkansas Insurance Department
Variable Rate Annuities Séries 6 or 7, AND Series 63
PRODUCT | REQUIREMENTS TO SELL
Equity Securities Series 7 or 62, AND Series 63
._ Government Securities Series 52 or 7, AND Series 63
Municipal Securities : Series 52 or 7, AND Series 63

III. Marketing of NonDeposit Investment Products

This examination policy applies to nondeposit investment products marketed through three
different methods. The first marketing method is directly through the bank's employees. The
second marketing method utilizes employees of a third party, which may or may not be affiliated
with the bank and which sell the nondeposit investment products on the bank's premises
(including sales or recommendations initiated by telephone or by mail from the bank premises).
The third method involves sales of nondeposit investment products resulting from a referral of
retail customers by the institution to a third party when the depository institution receives a
benefit for the referral.

A majority of all nondeposit investment products are sold by agents of third parties. The bank is
able to offer nondeposit investment products to its customers without committing a large part of
its personnel to the selling of these products or the time consuming servicing of customer
accounts. Third parties include bona fide subsidiaries' of the bank, bank affiliated broker/dealers

. ! Compliance with 12 CFR 337.4 is required for state nonmember banks conducting
securities activities through affiliates or subsidiaries. ’
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SUBJECT: Retail Sales of NonDeposit Investment Products

of the bank's holding company, or unaffiliated broker/dealers. Other entities such as insurance
companies may be used by banks to sell annuities and other nondeposit investment products.

- IV.  Risks Associated with the Sale of Non-Deposit Investment Products

With the possible reward of higher fee income comes the added risks associated with the
marketing of any product. Three main risks are of supervisory concern. These include litigation
risks, compliance risks, and performance risks. All three risks should be assessed by
management and the examiner to determine if the risk of selling nondeposit investment products
outweighs the rewards of the offered service.

Litigation risks are usually created when a bank does not properly disclose to its customers that
its nondeposit investment products:

e are not insured by the FDIC;

e are not deposits or other obligations of the institution and are not guaranteed by the
institution; and,

e are subject to investment risks, including possible loss of the principal invested.

Other litigation risks can be caused by unethical sales techniques such as churning or switching
of accounts. The National Association of Securities Dealers (NASD) Rules of Fair Practice
expressly governs the sales of securities by broker/dealers and their agents.

Compliance risks are created by noncompliance with all applicable laws of the Securities and
Exchange Commission (SEC), NASD, the Arkansas Securities Department, the Arkansas
Insurance Department, and the bank's state and federal regulators. Noncompliance with these
agencies could result in enforcement actions, fines, and suspension of the sale of nondeposit
investment products by the bank. Banks choosing to sell nondeposit investment products must
have a compliance monitoring system to ensure compliance with all applicable laws.
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Performance risks are created when customers become dissatisfied with the performance of their
investments. These unhappy customers may withdraw deposits they had with the bank and
establish banking relationships with competing institutions. Other performance risks arise when
the expense associated with the sale of nondeposit investment products exceeds the income the
products generate. Additionally, the sale of non-deposit investment products exposes the bank to
additional embezzlement schemes and improprieties. Auditing procedures of a bank choosing to
sell nondeposit investment products must be able to identify these additional risks.

V. Examination Procedures for Banks Selling Non-Deposit Investment Products

1. Determine the bank's marketing method of Nondeposit Investment Products. For affiliated
organizations selling nondeposit investment products, check the Officer's Questionnaire. The
Arkansas State Bank Department is granted authority to examine affiliates of any state chartered
bank through A.C.A. Section 23-32-1104. Direct inquiries to management may be needed if the
bank uses its own employees or a subsidiary, uses an unaffiliated vendor on its premises, or
refers its customers to a third party vendor and receives a referral fee. Refer to Retail Sale of
Nondeposit Investment Products Examination Procedures Work Papers for additional
information.

2. Check with the Department to determine that the broker/dealer firm the subject bank is using
has not had "past disciplinary actions" issued by the NASD or the Arkansas Securities
Department. The NASD/Arkansas Securities Department has regulatory/examination authority
for all broker/dealers and their agents operating in Arkansas. The NASD has agreed to
cooperate with the four federal banking agencies in the supervision of banks which sell
nondeposit investment products.

3. Complete the Retail Sale of Nondeposit Investment Products Examination Procedures Work
Papers. Keep in examination workpapers for future reference.

4. Assess the following factors to be included in the Management comment of the Report of
Examination: technical competence regarding nondeposit investment products; compliance with
all governing regulations; compliance with internal policies; compliance with the Federal
Regulators' Interagency Statement; and contingency risks associated with the sale of nondeposit
investment products.
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ARKANSAS STATE BANK DEPARTMENT

RETAIL SALE OF NONDEPOSIT INVESTMENT PRODUCTS

EXAMINATION PROCEDURES--WORK PAPERS

Bank name: Charter number:

Date: Examiner assigned:

State chartered banks are permitted to engage in sales of nondeposit investment products,
provided the Board of Directors has ensured the bank has adequate expertise on hand, and
appropriate policies and procedures in place to conduct these activities in a safe and sound
manner. If nianagement permits the sale of nondeposit investment products without addressing
the aforementioned issues, the bank may be subjected to substantial risks including potential
liability to provide restitution to improperly advised customers and the possible loss of customer
confidence through association with high-risk products.

If the examination procedure does not apply, mark as N.A.
REGISTRATION REQUIREMENTS

Review extent and nature of activity to determine whether the nondeposit investment
activity is conducted through a subsidiary of the bank, an affiliate of the bank, or an
unaffiliated third party. Under Arkansas Law, banks are directly exempt from
registration requirements as broker/dealers with the Arkansas Securities Department.
Accordingly, if the bank has chosen to directly sell nondeposit investment products, it
can do so through a wholly owned subsidiary, or an affiliate company owned by the
bank’s holding company. Any employees of a wholly-owned bank subsidiary or affiliate
organization selling nondeposit investment products or giving advice concerning
nondeposit investment products must be registered with the NASD and the Arkansas
Securities Department. Most state chartered banks provide nondeposit investment
products services by referring customers to unaffiliated third parties; therefore, no
registration is needed for the bank’s employees making the referrals. Examiners should
refer irregular, noncomplying, or questionable activity to the EIC, who will coordinate
inquiries with the Bank Department, and/or Arkansas Securities Department.

If the activity is conducted through a third party provider selling at the bank’s offices,
determine whether the third party provider is registered with the Arkansas Securities
Department.

List the in state officer or partner acting as supervisor of the broker/dealer firm which
conducts the customers’ nondeposit investment trades. Name/Title:



If the activity is conducted by an employee of the bank’s subsidiary or an affiliate of the
bank, verify the employee’s registration with the Arkansas Securities Department.

If nondeposit investment products are sold in any of the bank’s branches, check for
proper licensing of the agents selling the products.

DISCLOSURE AND SUITABILITY

Determine whether adequate verbal and written disclosures are made regarding the risk
of the product.

Review all marketing material, including sample oral sales dialogues, brochures, lobby
displays, and advertising (newspaper, radio, television) copy to determine that the
following are conspicuously disclosed:

Not insured by the FDIC.

Not an obligation of the bank.

Not guaranteed by the bank.

Investment risk, including the possible loss of principal.

Determine whether sales information adequately discloses the associated costs:

Is the product subject to any early withdrawal penalties, surrender charge
penalties, or deferred sales charges?

Is the effect of commissions and fees on yields disclosed in a complete and
understandable manner? ~

Determine whether the product is adequately distinguished from bank products.

If the bank has joint advertising with the nondeposit investment products seller,
does the advertising clearly segregate information?

Do account statements sent to nondeposit investment purchasers reference the bank
in any way?

Do nondeposit products have names that are different and not easily confused with
deposit products? :

Determine whether sales activity is adequately segregated from deposit-taking and other
banking functions:

If the product is sold by a bank employee, determine whether the employee moves
to a separate location within the bank to make the transaction.

Determine that no uninsured products are sold from the same desk, window, or
lobby area where insured deposits are transacted. If the bank’s premises are
limited, determine that extra emphasis is made in disclosing the products
uninsured status.



Determine that employees who accept retail deposits (tellers) are prohibited from
giving investment advice and from selling retail nondeposit investment products.
Determine: whether bank employees with customer contact have signed an
acknowledgement limiting their sales activity to bank products, if applicable.
Determine that any dual employees (if applicable) adequately disclose that they
work for both the bank and the broker/dealer.

Determine whether the bank provides any information on its customers (i.e. maturing
CDs) to third party or dual broker/dealers, without the prior written consent of the
customer. ~

Review the prospectus of products offered for sale to determine whether any apparently
high-risk products are offered. For example, long-term bond funds or funds composed
of nonrated investments generally carry higher risk than short-term Government or rated
municipal funds.

Review the variety and diversity of products offered. Does the bank offer enough
products to provide a range for differing customer needs?

If annuities are offered, determine that the bank is registered with the Arkansas Insurance
Department and that personnel conducting the sales are registered insurance agents.

Determine whether adequate procedures are employed to determine the suitability of a
product for a customer prior to its sale:

Do sales representatives make a reasonable inquiry into a customer’s financial
condition and other investments?

Is inquiry made regarding the customer’s comfort level for risk to their investment
principal?

Is inquiry made concerning the customer’s investment objective, i.e. growth,
income, tax-deferral?

Review a sample of customer files to determine:

Is there adequate documentation to indicate that the customer understands that the
nondeposit investment is not insured and that the nondeposit investment is not a
bank product?

Do customers sign a disclosure document when the nondeposit account is opened?
Is appropriate documentation maintained to reflect that the salesperson had
reasonable grounds to believe a recommended investment was suitable for the
customer at the time of the transaction? Is this determination based on
information obtained directly from the customer?

Are the files updated periodically?



MANAGEMENT AND OVERSIGHT ACTIVITY

Evaluate the adequacy of Board-approved written policies and procedures. These should
address, at a minimum:

Supervision of personnel involved in nondeposit investment products.

The roles of other entities selling on bank premises.

The types of products the bank will sell.

The manner in which customers will be informed regarding the uninsured status
of investment products.

The permissible uses of bank customer information; and

How compliance will be monitored.

Review the Board’s evaluatlon of the products being offered in terms of risk, suitability,
etc.. Ensure that evaluations are performed on a periodic basis.

Review management reports regularly going to the Board to determine whether they are
adequate to supervise the activity.

If the bank is affiliated with a third-party broker/dealer, determine whether the Board
undertook a complete evaluation of the third party before entering into an agreement by:

Determining the third party’s ability to fulfill commitments as evidenced by capital
strength and operating results disclosed in current financial data, annual reports,
credit reports, etc.;

Inquiring into the entity’s general reputation for financial stability and fair and
honest dealings with customers, including an inquiry of past or current financial
institution customers of the entity;

Questioning appropriate State and Federal securities industry self-regulatory
organizations (i.e. National Association of Securities Dealers), as to formal
enforcement actions against the dealer or its affiliates or associated personnel;
Inquiring, as appropriate, into the licensing status and background of sales
representative(s) to determine experience and expertise; and v
__ Conducting periodic reviews of the entity once a relationship has been established.
If the activity is conducted through a third-party broker/dealer, review the written
agreement between the bank and the provider to ensure that it:

Requires compliance with all applicable registration and regulatory requirements;
Indicates that bank management and regulators will be verifying compliance to
applicable laws and regulation;

Includes provisions regarding bank oversight or activity;

Provides examiner access to records of broker’s activities at the bank;

Details terms for compensation for bank space, equipment, and personnel used
by the third-party; and

Indemnifies the bank for any claims arising out of the securities brokerage service.
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Determine that background inquiries have been performed on sales personnel who are
bank employees with previous security industry experience. The inquiry should check
for any possible disciplinary history with securities regulators.

Review the resumes and visit with sales personnel employed by the bank to determine
whether they are qualified and adequately trained to sell all nondeposit investment
products offered by the bank. Do they have a thorough product knowledge and
understand customer protection requirements? Have they received adequate and ongoing
training?

Review the level and nature of compensation provided the employee/sales personnel for
reasonability and propriety. Compensation should not operate on an incentive basis for
salespersons if a more appropriate option is available. If tellers participate in a referral
program, banks should not base compensation on success of sale.

Review the adequacy of audit procedures and policy in the area:

Determine whether written audit procedures and policy are established for

nondeposit investment products.

—— Have audit and compliance personnel been properly trained and qualified?

— Does the compliance function include a system to monitor customer complaints

~and periodically review customer accounts to prevent abusive practices?

Does compliance personnel review progress in addressing identified comphance

problems?

__ Are compliance findings periodically reported to the bank’s board of directors?

. Determine wtether the bank has received a written acknowledgement from its blanket
bond carrier regarding direct or indirect sale of nondeposit investment products.

EXAMINATION REPORT

If the bank is not involved in any way in retail sales of nondeposit investment products,
state as much in the confidential section of the report.

If the bank is involved in any way in retail sales of nondeposit investment products,
discuss activity in the Management Comment. Significant activity or weaknesses should
also be discussed in Overall Examination Conclusions. Comments should address the
following at a minimum:

Nature of activity, registration

Where it is conducted

Who is involved

Whether products have any particular risk characterlstlcs
Disclosure adequacy

Documentation of suitability

Quality of management and board oversight

5



REFERENCES

The following sources of information may be used for further guidance:
Interagency Statement on Retail Sales of Nondeposit Investment Products, 2-15-94

12 CFR 337.4 "Securities Activities of Subsidiaries of Insured Nonmember Banks: Bank
Transactions with Affiliated Securities Companies"”

OCC Bulletin 94-13 "Examination Procedures for Retail Nondeposit Investment Sales", 2-24-94

Board of Governors of the Federal Reserve System “Examination Procedures For Retail Sales
Of Nondeposit Investment Products”, 5-31-94

FDIC Transmittal 94-067 "Examination Procedures for Banks Involved with the Sale of
Nondeposit Investment Products”, 4-28-94

DOB Numbered Memo 88-06 "Unsuitable Investment Practices", 5-20-88
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Background

The Uniform Interagency Bank Rating System (the CAMEL Rating System) was
developed by the Federal Financial Institutions Examination Council (FFIEC) and has been
utiized by the Arkansas State Bank Department for several years. On March 1, 1993, the
Arkansas State Bank Department made a decision to advise Boards of Directors of state
chartered banks of the entire CAMEL rating assigned pursuant to an examination by this agency.
By disclosing all component ratings, it is felt that bank directors are more fully informed of the
bank's condition, as indicated by the assigned component ratings, and therefore better equipped
to address all financial and operational deficiencies.

Effective July 1, 1997 the updated rating system now referred to as the CAMELS rating
system will be utilized by the Arkansas State Bank Department. This rating system is also used
by federal bank regulatory agencies. Each bank's Board of Directors are advised of the assigned
rating in the examination report, and the rating will not be a matter of public information. The
rating disclosed in the examination report is that assigned by the Examiner in Charge and
approved by supervisory personnel and the Bank Commissioner as a result of an independent
examination by the Arkansas State Bank Department or as a result of a joint or concurrent
examination in which the Arkansas State Bank Department participated. While the CAMELS
rating assigned by the Arkansas State Bank Department may be the same as that assigned by
the respective federal agency, some differences in component and composite ratings may exist.
It is important to note that the overall uniform bank rating is not an arithmetic mean of the six
component ratings, but the composite rating should be consistent with the individual performance
ratings.

Overview of the Rating System

The rating system is based upon a careful evaluation of six critical dimensions of a bank's
operations that reflect in a comprehensive fashion an institution's financial condition, managerial
performance, compliance with banking regulations and statutes and overall operating soundness.
The specific dimensions that are to be evaluated are the following:

Capital Adequacy
Asset Quality
Management

Earnings
Liquidity
Sensitivity To Market Risk
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Each of these dimensions is to be rated on a scale of 1 thru 5 in descending order of
performance quality. Thus, 1 represents the highest and 5 the lowest (and most critically
deficient) level of operating performance.

Each bank is accorded a summary or composite rating that is predicated upon the
evaluations of the specific performance dimensions. The composite rating is also based upon a
scale of 1 thru 5 in ascending order of supervisory concern. In arriving at a composite rating,
each financial dimension must be weighed and due consideration given to the interrelationships
among the various aspects of a bank's operations. The delineation of specific performance
dimensions does not preclude consideration of other factors that, in the judgment of the examiner
or reviewer, are deemed relevant to accurately reflect the overall condition and soundness of a
particular bank. However, the assessment of the specific performance dimensions represents the
essential foundation upon which the composite rating is based.

Composite Rating

.ﬂ The five composite ratings are defined and distinguished as follows:

Composite 1

Financial institutions in this group are sound in every respect and generally have
components rated 1 or 2. Any weaknesses are minor and can be handled in a routine manner
by the board of directors and management. These financial institutions are the most capable of
withstanding the vagaries of business conditions and are resistant to outside influences such as
economic instability in their trade area. These financial institutions are in substantial
compliance with laws and regulations. As a result, these financial institutions exhibit the
strongest performance and risk management practices relative to the institution's size,
complexity, and risk profile, and give no cause for supervisory concern.

Composite 2

Financial institutions in this group are fundamentally sound. For a financial institution to
receive this rating, generally no component rating should be more severe than 3. Only
moderate weaknesses are present and are well within the board of directors' and
management's capabilities and willingness to correct. These financial institutions are stable and
are capable of withstanding business fluctuations. These financial institutions are in substantial
compliance with laws and regulations. Overall risk management practices are satisfactory
relative to the institution's size, complexity, and risk profile. There are no material supervisory
concerns and, as a result, the supervisory response is informal and limited.
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Composite 3

Financial institutions in this group exhibit some degree of supervisory concern in one or
more of the component areas. These financial institutions exhibit a combination of weaknesses
that may range from moderate to severe; however, the magnitude of the deficiencies generally
will not cause a component to be rated more severely than 4. Management may lack the ability
or willingness to effectively address weaknesses within appropriate time frames. Financial
institutions in this group generally are less capable of withstanding business fluctuations and
are more vulnerable to outside influences than those institutions rated a composite 1 or 2.
Additionally, these financial institutions may be in significant noncompliance with laws and
regulations. Risk management practices may be less than satisfactory relative to the
institution's size, complexity, and risk profile. These financial institutions require more than
normal supervision, which may include formal or informal enforcement actions. Failure appears
unlikely, however, given the overall strength and financial capacity of these institutions.

‘ Composite 4

Financial institutions in this group generally exhibit unsafe and unsound practices or
conditions. There are serious financial or managerial deficiencies that result in unsatisfactory
performance. The problems range from severe to critically deficient. The weaknesses and
problems are not being satisfactorily addressed or resolved by the board of directors and
management. Financial institutions in this group generally are not capable of withstanding
business fluctuations. There may be significant noncompliance with laws and regulations. Risk
management practices are generally unacceptable relative to the institution's size, complexity,
and risk profile. Close supervisory attention is required, which means, in most cases, formal
enforcement action is necessary to address the problems. Institutions in this group pose a risk
to the deposit insurance fund. Failure is a distinct possibility if the problems and weaknesses
are not satisfactorily addressed and resolved.

Composite 5

Financial institutions in this group exhibit extremely unsafe and unsound practices or
conditions; exhibit a critically deficient performance; often contain inadequate risk management
practices relative to the institution's size, complexity, and risk profile; and are of the greatest
supervisory concern. The volume and severity of problems are beyond management's ability or
willingness to control or correct. Inmediate outside financial or other assistance is needed in
order for the financial institution to be viable. Ongoing supervisory attention is necessary.
Institutions in this group pose a significant risk to the deposit insurance fund and failure is highly
probable.
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Performance Evaluation

As already noted, the six key performance dimensions -- capital adequacy, asset quality,

management, earnings, liquidity, and sensitivity to market risk — are to be evaluated on a scale of
one to five. The following is a description of the gradations to be utilized in the assignment of
performance ratings:

Rating No. 1 - indicates strong performance. It is the highest rating and is indicative of
performance that is significantly higher than average.

Rating No. 2 - reflects satisfactory performance. It reflects performance that is average or
above,; it includes performance that adequately provides for the safe and sound operation
of the bank.

Rating No. 3 - represents performance that is flawed to some degree; as such, it is
considered fair. It is neither satisfactory nor marginal but is characterized by performance
of below average quality.

Rating No. 4 - represents marginal performance which is significantly below average. If left
unchecked, such performance might evolve into weaknesses or conditions that could
threaten the viability of the institution.

Rating No. 5 - is considered unsatisfactory (poor). It is the lowest rating and is indicative
of performance that is critically deficient and in need of immediate remedial attention. Such
performance by itself, or in combination with other weaknesses, could threaten the viability
of the institution.

Capital Adequacy

A financial institution is expected to maintain capital commensurate with the nature and

extent of risks to the institution and the ability of management to identify, measure, monitor, and
control these risks.

The capital adequacy of an institution is rated (1 thru 5) based upon, but not limited to,

an assessment of the following evaluation factors:

The level and quality of capital and the overall financial condition of the institution.

The ability of management to address emerging needs for additional capital.
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(c) The nature, trend, and volume of problem assets, and the adequacy of allowances for
loan and lease losses and other valuation reserves.

(d) Balance sheet composition, including the nature and amount of intangible assets,
market risk, concentration risk, and risks associated with nontraditional activities.

(e) Risk exposure represented by off-balance sheet activities.
® The quality and strength of earnings, and the reasonableness of dividends.
(9) Prospects and plans for growth, as well as past experience in managing growth.

(h) Access to capital markets and other sources of capital, including support provided by a
parent holding company.

. Ratings

Capital Adequacy rated 1 indicates a strong capital level relative to the institution's risk
profile.

A 2 rating indicates a satisfactory capital level relative to the financial institution's risk
profile.

A rating of 3 indicates a less than satisfactory level of capital that does not fully support
the institution's risk profile. The rating indicates a need for improvement, even if the institution's
capital level exceeds minimum regulatory and statutory requirements.

A 4 rating indicates a deficient level of capital. In light of the institution's risk profile,
viability of the institution may be threatened. Assistance from shareholders or other external
sources of financial support may be required.

Capital adequacy rated 5 indicates a critically deficient level of capital such that the
institution's viability is threatened. Immediate assistance from shareholders or other external
sources of financial support is required.

Asset Quality

The asset quality rating reflects the quantity of existing and potential credit risk
associated with the loan and investment portfolios, other real estate owned, and other assets,
as well as off-balance sheet transactions. The ability of management to identify, measure,
‘ monitor, and control credit risk is also reflected here.
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The asset quality of an institution is rated (1 thru 5) based upon, but not limited to, an
assessment of the following evaluation factors:

(a) The adequacy of underwriting standards, soundness of credit administration practices,
and appropriateness of risk identification practices.

(b) The level, distribution, severity, and trend of problem, classified, nonaccrual,
restructured, delinquent, and nonperforming assets for both on- and off-balance sheet
transactions. '

(c) The adequacy of the allowance for loan and lease losses and other asset valuation
reserves.

(d) The credit risk arising from or reduced by off-balance sheet transactions, such as
unfunded commitments, credit derivatives, commercial and standby letters of credit, and

. lines of credit.

(e) The diversification and quality of the loan and investment portfolios.

® The extent of securities underwriting activities and exposure to counterparties in trading
activities.

(9) The existence of asset concentrations.
(h) The adequacy of loan and investment policies, procedures, and practices.

(i) The ability of management to properly administer its assets, including the timely
identification and collection of problem assets.

)] The adequacy of internal controls .and management information systems.
(K) The volume and nature of credit documentation exceptions.
Ratings
Asset quality rated 1 indicates strong asset quality and credit administration practices.
Identified weaknesses are minor in nature and risk exposure is modest in relation to capital

protection and management's abilities. Asset quality in such institutions is of minimal
supervisory concern.
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A rating of 2 indicates satisfactory asset quality and credit administration practices. The
level and severity of classifications and other weaknesses warrant a limited level of supervisory
attention. Risk exposure is commensurate with capital protection and management's abilities.

A 3 rating is assigned when asset quality or credit administration practices are less than
satisfactory. Trends may be stable or indicate deterioration in asset quality or an increase in risk
exposure. The level and severity of classified assets, other weaknesses, and risks require an
elevated level of supervisory concern. There is generally a need to improve credit
administration and risk management practices. '

An asset quality rating of 4 is assigned to financial institutions with deficient asset quality
or credit administration practices. The levels of risk and problem assets are significant,
inadequately controlled, and subject the financial institution to potential losses that, if left
unchecked, may threaten its viability.

‘ A rating of 5 represents critically deficient asset quality or credit administration practices
that present an imminent threat to the institution's viability.

Management

The capability of the board of directors and management, in their respective roles, to
identify, measure, monitor, and control the risks of an institution's activities and to ensure a
financial institution's safe, sound, and efficient operation in compliance with applicable laws and
regulations is reflected in this rating.

The capability and performance of manégement and the board of directors is rated (1
thru 5) based upon, but not limited to, an assessment of the following:

x (a) The level and quality of oversight and support of all institution activities by the board of
:' directors and management.

(b) The ability of the board of directors and management, in their respective roles, to plan
: for, and respond to, risks that may arise from changing business conditions or the
i initiation of new activities or products.

(c) The adequacy of, and conformance with, appropriate internal policies and controls
addressing the operations and risks of significant activities.

| . (d) . The accuracy, timeliness, and effectiveness of management information and risk
. pr; monitoring systems appropriate for the institution's size, complexity, and risk profile.
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management to preserve the soundness of the institution. Replacing or strengthening
management or the board may be necessary.

A rating of 5 indicates critically deficient management and board performance or risk
management practices. Management and the board of directors have not demonstrated the
ability to correct problems and implement appropriate risk management practices. Problems
and significant risks are inadequately identified, measured, monitored, or controlled and now
threaten the continued viability of the institution. Replacing or strengthening management or the
board of directors is necessary.

Earnings

This rating refiects not only the quantity and trend of earnings, but also factors that may
affect the sustainability or quality of earnings. The quantity as well as the quality of earnings can
be affected by excessive or inadequately managed credit risk that may result in loan losses and
require additions to the allowance for loan and lease losses, or by high levels of market risk that
. may unduly expose an institution's earnings to volatility in interest rates.

The rating (1 thru 5) of an institution’s earnings is based upon, but not limited to, an
assessment of the following evaluation factors:

(a) The level of earnings, including trends and stability.

(b) The ability to provide for adequate capital through retained earnings.
(©) The quality and sources of earnings.

(d) The level of expenses in relation to operations.

(e) The adequacy of the budgeting systems, forecasting processes, and management
information systems in general.

® The adequacy of provisions to maintain the allowance for loan and lease losses and
other valuation allowance accounts.

(9) The earnings exposure to market risk such as interest rate, foreign exchange, and price
risks.
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Earnings rated 1 indicates earnings that are strong. Earnings are more than sufficient to
support operations and maintain adequate capital and allowance levels after consideration is
given to asset quality, growth, and other factors affecting the quality, quantity, and trend of
earnings.

A 2 rating indicates earnings that are satisfactory. Earnings are sufficient to support
operations and maintain adequate capital and allowance levels after consideration is given to
asset quality, growth, and other factors affecting the quality, quantity, and trend of earnings.
Earnings that are relatively static, or even experiencing a slight decline, may receive a 2 rating
provided the institution's level of earnings is adequate in view of the assessment factors listed
above.

operations and provide for the accretion of capital and allowance levels in relation to the
institution's overall condition, growth, and other factors affecting the quality, quantity, and trend
of earnings.

' A rating of 3 indicates earnings that need to be improved. Earnings may not fully support

The 4 rating indicates earnings that are deficient. Earnings are insufficient to support
operations and maintain appropriate capital and allowance levels. Institutions so rated may be
characterized by erratic fluctuations in net income or net interest margin, the development of
significant negative trends, nominal or unsustainable earnings, intermittent losses, or a
substantive drop in earnings from the previous years.

A 5 rating indicates earnings that are critically deficient. A financial institution with
earnings rated 5 is experiencing losses that represent a distinct threat to its viability through the
erosion of capital. '

Liquidity

In evaluating the adequacy of a financial institution's liquidity position, consideration
should be given to the current level and prospective sources of liquidity compared to funding
needs, as well as to the adequacy of funds management practices relative to the institution's
size, complexity, and risk profile.

Liquidity is rated (1 thru 5) based upon, but not limited to, an assessment of the
following evaluation factors:
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(a) The adequacy of liquidity sources compared to present and future needs and the ability
of the institution to meet liquidity needs without adversely affecting its operations or
condition.

(b) The availability of assets readily convertible to cash without undue loss.
(c) Access to money markets and other sources of funding.
(d) The level of diversification of funding sources, both on- and off-balance sheet.

(e) The degree of reliance on short-term, volatile sources of funds, including borrowings
and brokered deposits, to fund longer term assets.

)] The trend and stability of deposits.
. (9) The ability to securitize and sell certain pools of assets.

(h) The capability of management to properly identify, measure, monitor, and control the
institution's liquidity position, including the effectiveness of funds management
strategies, liquidity policies, management information systems, and contingency funding
plans.

Ratings

A liquidity rating of 1 indicates strong liquidity levels and well-developed funds
management practices. The institution has reliable access to sufficient sources of funds on
favorable terms to meet present and anticipated liquidity needs.

A rating of 2 indicates satisfactory liquidity levels and funds management practices. The
institution has access to sufficient sources of funds on acceptable terms to meet present and
anticipated liquidity needs. Modest weaknesses may be evident in funds management
practices.

A 3 rating indicates liquidity levels or funds management practices in need of
improvement. Institutions rated 3 may lack ready access to funds on reasonable terms or may
evidence significant weaknesses in funds management practices.

A rating of 4 indicates deficient liquidity levels or inadequate funds management
practices. Institutions rated 4 may not have or be able to obtain a sufficient volume of funds on
‘ reasonable terms to meet liquidity needs.
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The 5 rating indicates liquidity levels or funds management practices so critically
deficient that the continued viability of the institution is threatened. Institutions rated 5 require
immediate external financial assistance to meet maturing obligations or other liquidity needs.

Sensitivity to Market Risk

Sensitivity to market risk is rated with .respect to the degree to which changes in interest
rates, foreign exchange rates, commodity prices, or equity prices can adversely affect a financial
institution's earnings or economic capital. '

Market risk is rated (1 thru 5) based upon, but not limited to, an assessment of the
foliowing evaluation factors:

(a) The sensitivity of the financial institution's earnings or the economic value of its capital to
adverse changes in interest rates, foreign exchanges rates, commodity prices, or equity

' prices.

(b) The ability of management to identify, measure, monitor, and control exposure to market
risk given the institution's size, complexity, and risk profile.

(© The nature and complexity of interest rate risk exposure arising from nontrading positions.

(d) Where appropriate, the nature and complexity of market risk exposure arising from trading
and foreign operations.

Ratings

A sensitivity to market risk rating of 1 indicates that market risk sensitivity is well controlled
and that there is minimal potential that the earnings performance or capital position will be
adversely affected. Risk management practices are strong for the size, sophistication, and
market risk accepted by the institution. The level of earnings and capital provide substantial
support for the degree of market risk taken by the institution.

A rating of 2 indicates that market risk sensitivity is adequately controlled and that there is
only moderate potential that the earnings performance or capital position will be adversely
affected. Risk management practices are satisfactory for the size, sophistication, and market risk
accepted by the institution. The level of earnings and capital provide adequate support for the
degree of market risk taken by the institution.
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A 3 rating indicates that control of market risk sensitivity needs improvement or that there
is significant potential that the earnings performance or capital position will be adversely affected.
Risk management practices need to be improved given the size, sophistication, and level of
market risk accepted by the institution. The level of earnings and capital may not adequately
support the degree of market risk taken by the institution. '

The 4 rating indicates that control of market risk sensitivity is unacceptable or that there is
high potential that the earnings performance or capital position will be adversely affected. Risk
management practices are deficient for the size, sophistication, and ievel of market risk accepted
by the institution. The level of earnings and capital provide inadequate support for the degree of
market risk taken by the institution.

A rating of 5 indicates that control of market risk sensitivity is unacceptable or that the level
of market risk taken by the institution is an imminent threat to its viability. Risk management
practices are wholly inadequate for the size, sophistication, and level of market risk accepted by
the institution.

Examination Report Disclosure

For examination purposes, the following disclosure should be made on Page 1 of the
report:

COMPONENT RATING
Under the Uniform Interagency Bank Rating System, your institution has been rated as follows:

Capital Adequacy
Asset Quality
Management
Earnings

Liquidity

X
X
X
X
X
Sensitivity to Market Risk X

COMPOSITE RATING
<Insert rating comment here>

Additionally, component ratings will be disclosed on the appropriate core page of the
report. This disclosure will be a simple statement disclosing the rating preceding any comments
traditionally made on those pages.
Example:

"Asset Quality is assigned a rating of two."
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Capital is the cushion that enables banks to sustain losses due to economic declines and
unanticipated financial setbacks. It is the buffer between unreserved losses and the interest of
depositors and creditors. As the ownership interest of shareholders, capital instills discipline
and motivates bank managers to exercise prudence in the acceptance and management of risk.
Adequate capital promotes public confidence and enables banks to more safely support and
stimulate economic growth through the ability to attract deposits at reasonable rates and lend
money to qualified borrowers.

The federal bank regulatory agencies have adopted uniform risk based capital guidelines and
have agreed on a minimum leverage ratio. The primary objectives of risk based capital are to:
1) make regulatory capital requirements more sensitive to differing risk profiles among banks;
2) factor off-balance sheet risk exposure into the assessment of capital adequacy; 3) minimize
disincentives to hold more liquid, low risk assets; and 4) achieve greater consistency in the
evaluation of bank capital adequacy world-wide.

POLICY

The Arkansas State Bank Department hereby adopts the capital adequacy guidelines established
by the Federal Deposit Insurance Corporation and Federal Reserve System for state-chartered
banks. These guidelines establish a minimum capital level for: (1) Total risk-based capital
ratio; (2) Tier 1 risk-based capital ratio; and (3) The leverage ratio. Specific capital levels and
“capital adequacy categories” are identified below. Minimum capital levels are applicable to
well managed banks with strong risk management practices in place, and assigned a composite
1 or 2 CAMELS rating by regulatory agencies. Banks not meeting this criteria will be
required to maintain higher capital ratios. The Bank Commissioner retains the authority to
require higher capital levels based on the condition of the bank and the performance of
management and directors.

CAPITAL CATEGORIES AND MINIMUM CAPITAL LEVELS

A well capitalized bank:
@) Has a total risk-based capital ratio of 10.0 percent or greater; and
(1)  Has a Tier 1 risk-based capital ratio of 6.0 percent or greater; and
(iii)) Has a leverage ratio of 5.0 percent or greater; and
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(iv)  Is not subject to any written agreement, order, capital directive, or prompt
corrective action directive issued by regulatory agencies to meet and
maintain a specific capital level.

An adequately capitalized bank;
@) Has a total risk-based capital ratio of 8.0 percent or greater; and
(i) Has a Tier 1 risk-based capital ratio of 4.0 percent or greater; and
(iii) Has:
(A) A leverage ratio of 4.0 percent or greater; or
(B) A leverage ratio of 3.0 percent or greater if the bank is rated composite 1
under the CAMELS rating system in the most recent examination of the
bank and is not experiencing or anticipating significant growth; and
(iv)  Does not meet the definition of a well-capitalized bank.

An undercapitalized bank:
@) Has a total risk-based capital ratio that is less than 8.0 percent; or
(i)  Has a Tier 1 risk-based capital ratio that is less than 4.0 percent or
(iii) Has:
(A) A leverage ratio that is less than 4.0 percent; or
(B) A leverage ratio that is less than 3.0 percent if the bank is rated
composite 1 under the CAMELS rating system in the most recent
examination of the bank and is not experiencing or anticipating
significant growth.

A significantly undercapitalized bank:
@) Has a total risk-based capital ratio that is less than 6.0 percent; or

(ii) Has a Tier 1 risk-based capital ratio that is less than 3.0 percent; or
(iii)  Has a leverage ratio that is less than 3.0 percent.

A critically undercapitalized bank has a ratio of tangible equity to total assets that is equal
to or less than 2.0 percent.

CAPITAL COMPONENTS

Tier 1 or core capital consists of the following: common stock, surplus, noncumulative
perpetual preferred stock, undivided profits and capital reserves, minority interest in
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consolidated subsidiaries, qualifying portions of mortgage servicing assets (generally limited
to: 1) 50% of the bank's equity capital exclusive of serving rights; 2) 90% of the original price
of the servicing rights; or 3) 90% of the fair market value of those servicing rights), and
qualifying portions of purchased credit card relationships, less ineligible intangible assets,
identified losses and ineligible gains or losses on available-for-sale securities.

Tier 2 or supplemental capital consists of the following: allowance for loan and leases losses
(up to a maximum of 1.25 percent of risk-weighted assets), cumulative perpetual preferred
stock, subordinated debt with original maturities greater than five (5) years, limited life
preferred stock with original maturities greater than five (5) years, long-term preferred stock
with a maturity greater than 20 years, mandatory convertible debt, and other capital
instruments in compliance with federal regulations. The maximum amount of tier two capital
that may be recognized for risk-based capital purposes is limited to 100 percent of tier one
capital. The allowable volume of subordinated debt and limited life preferred stock that may
be recognized as part of tier two capital is limited to 50 percent of tier one capital.

POLICY CHANGES

Specifics identified in capital categories, minimum capital levels, and capital components will
change in order to remain consistent with modifications adopted by the Federal Deposit
Insurance Corporation and the Federal Reserve System.
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Introduction

The quality, reliability, and integrity of a financial institution or service provider's information
technology (IT) affect all aspects of its performance. An assessment of the technology risk
management framework is necessary whether or not the institution or a third-party service
provider manages these operations. The Uniform Rating System for Information Technology
(URSIT) is an internal rating system used by federal and state regulators to uniformly assess
financial institution and service provider risks introduced by IT. It also allows the regulators to
identify those insured institutions and service providers whose information technology risk
exposure or performance requires special supervisory attention. The rating system includes
component and composite rating descriptions and the explicit identification of risks and
assessment factors that examiners consider in assigning component ratings. Additionally,
information technology can affect the risks associated with financial institutions. The effect on
credit, operational, market, reputation, strategic, liquidity, interest rate, and compliance risks
should be considered for each IT rating component.

The primary purpose of the rating system is to identify those entities whose condition or
performance of information technology functions requires special supervisory attention. This
rating system assists examiners in making an assessment of risk and compiling examination
findings. However, the rating system does not drive the scope of an examination. Examiners
should use the rating system to help evaluate the entity's overall risk exposure and risk
management performance, and determine the degree of supervisory attention believed
necessary to ensure that weaknesses are addressed and that risk is properly managed.

Overview

The URSIT is based on a risk evaluation of four critical components: Audit, Management,
Development and Acquisition, and Support and Delivery (AMDS). These components are used
to assess the overall performance of IT within an organization. Examiners evaluate the
functions identified within each component to assess the institution's ability to identify,
measure, monitor and control information technology risks. Each organization examined for IT
is assigned a summary or composite rating based on the overall results of the evaluation. The
IT composite rating and each component rating are based on a scale of "1" through "5" in
ascending order of supervisory concern; "1" representing the highest rating and least degree of
concern, and "5" representing the lowest rating and highest degree of concern.

The first step in developing an IT composite rating for an organization is the assignment of a
performance rating to the individual AMDS components. The evaluation of each of these
components, their interrelationships, and relative importance is the basis for the composite
rating. The composite rating is derived by making a qualitative summarization of all of the
AMDS components. A direct relationship exists between the composite rating and the
individual AMDS component performance ratings. However, the composite rating is not an
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arithmetic average of the individual components. An arithmetic approach does not reflect the
actual condition of IT when using a risk- focused approach. A poor rating in one component
may heavily influence the overall composite rating for an institution. For example, if the audit
function is viewed as inadequate, the overall integrity of the IT systems is not readily verifiable.
Thus, a composite rating of less than satisfactory ("3"-"5") would normally be appropriate.

A principal purpose of the composite rating is to identify those financial institutions and service
providers that pose an inordinate amount of information technology risk and merit special
supervisory attention. Thus, individual risk exposures that more explicitly affect the viability of
the organization and/or its customers should be given more weight in the composite rating.

The FFIEC recognizes that management practices, particularly as they relate to risk
management, vary considerably among financial institutions and service bureaus depending on
their size and sophistication, the nature and complexity of their business activities and their risk
profile. Accordingly, the FFIEC also recognizes that for less complex information systems
environments, detailed or highly formalized systems and controls are not required to receive
the higher composite and component ratings.

The following two sections contain the URSIT composite rating definitions, the assessment
factors, and definitions for the four component ratings. These assessment factors and
definitions outline various IT functions and controls that may be evaluated as part of the
examination.

Composite Ratings 3

Composite 1

Financial institutions and service providers rated composite "1" exhibit strong performance in
every respect and generally have components rated 1 or 2. Weaknesses in IT are minor in
nature and are easily corrected during the normal course of business. Risk management
processes provide a comprehensive program to identify and monitor risk relative to the size,
complexity and risk profile of the entity. Strategic plans are well defined and fully integrated
throughout the organization. This allows management to quickly adapt to changing market,
business and technology needs of the entity. Management identifies weaknesses promptly and
takes appropriate corrective action to resolve audit and regulatory concerns. The financial
condition of the service provider is strong and overall performance shows no cause for
supervisory concern.

3 The descriptive examples in the numeric composite rating definitions are intended to provide
guidance to examiners as they evaluate the overall condition of Information Technology.
Examiners must use professional judgement when making this assessment and assigning the
numeric rating.
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Composite 2

Financial institutions and service providers rated composite "2" exhibit safe and sound
performance but may demonstrate modest weaknesses in operating performance, monitoring,
management processes or system development. Generally, senior management corrects
weaknesses in the normal course of business. Risk management processes adequately
identify and monitor risk relative to the size, complexity and risk profile of the entity. Strategic
plans are defined but may require clarification, better coordination or improved communication
throughout the organization. As a result, management anticipates, but responds less quickly to
changes in market, business, and technological needs of the entity. Management normally
identifies weaknesses and takes appropriate corrective action. However, greater reliance is
placed on audit and regulatory intervention to identify and resolve concerns. The financial
condition of the service provider is acceptable and while internal control weaknesses may exist,
there are no significant supervisory concerns. As a result, supervisory action is informal and
limited.

Composite 3

Financial institutions and service providers rated composite "3" exhibit some degree of
supervisory concern due to a combination of weaknesses that may range from moderate to
severe. If weaknesses persist, further deterioration in the condition and performance of the
institution or service provider is likely. Risk management processes may not effectively identify
risks and may not be appropriate for the size, complexity, or risk profile of the entity. Strategic
plans are vaguely defined and may not provide adequate direction for IT initiatives. As a result,
management often has difficulty responding to changes in business, market, and technological
needs of the entity. Self-assessment practices are weak and are generally reactive to audit and
regulatory exceptions. Repeat concerns may exist, indicating that management may lack the
ability or willingness to resolve concerns. The financial condition of the service provider may be
weak and/or negative trends may be evident. While financial or operational failure is unlikely,
increased supervision is necessary. Formal or informal supervisory action may be necessary to
secure corrective action.

Composite 4

Financial institutions and service providers rated composite "4" operate in an unsafe and
unsound environment that may impair the future viability of the entity. Operating weaknesses
are indicative of serious managerial deficiencies. Risk management processes inadequately
identify and monitor risk, and practices are not appropriate given the size, complexity, and risk
profile of the entity. Strategic plans are poorly defined and not coordinated or communicated
throughout the organization. As a result, management and the board are not committed to, or
may be incapable of ensuring that technological needs are met. Management does not perform
self-assessments and demonstrates an inability or unwillingness to correct audit and regulatory
concerns. The financial condition of the service provider is severely impaired and/or
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deteriorating. Failure of the financial institution or service provider may be likely unless IT
problems are remedied. Close supervisory attention is necessary and, in most cases, formal
enforcement action is warranted.

Composite 5

Financial institutions and service providers rated composite "5" exhibit critically deficient
operating performance and are in need of immediate remedial action. Operational problems
and serious weaknesses may exist throughout the organization. Risk management processes
are severely deficient and provide management little or no perception of risk relative to the
size, complexity, and risk profile of the entity. Strategic plans do not exist or are ineffective, and
management and the board provide little or no direction for IT initiatives. As a result,
management is unaware of, or inattentive to technological needs of the entity. Management is
unwilling or incapable of correcting audit and regulatory concerns. The financial condition of the
service provider is poor and failure is highly probable due to poor operating performance or
financial instability. Ongoing supervisory attention is necessary.

Component Ratings 4

Audit

Financial institutions and service providers are expected to provide independent assessments
of their exposure to risks and the quality of internal controls associated with the acquisition,

implementation and use of information technology.5 Audit practices should address the IT risk
exposures throughout the institution and its service provider(s) in the areas of user and data
center operations, client/server architecture, local and wide area networks,
telecommunications, information security, electronic data interchange, systems development,
and contingency planning. This rating should reflect the adequacy of the organization's overall
IT audit program, including the internal and external auditor's abilities to detect and report
significant risks to management and the board of directors on a timely basis. It should also
reflect the internal and external auditor's capability to promote a safe, sound, and effective
operation.

4 The descriptive examples in the numeric component rating definitions are intended to
provide guidance to examiners as they evaluate the individual components. Examiners must
use professional judgement when assessing a component area and assigning a numeric rating
value as it is likely that examiners will encounter conditions that correspond to descriptive
examples in two or more numeric rating value definitions.
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5 Financial institutions that outsource their data processing operations should obtain copies of
internal audit reports, SAS 70 reviews, and/or regulatory examination reports of their service
providers.

The performance of audit is rated based upon an assessment of factors such as:

The level of independence maintained by audit and the quality of the oversight and support
provided by the board of directors and management.

The adequacy of audit's risk analysis methodology used to prioritize the allocation of audit
resources and to formulate the audit schedule.

The scope, frequency, accuracy, and timeliness of internal and external audit reports.

The extent of audit participation in application development, acquisition, and testing, to ensure
the effectiveness of internal controls and audit trails.

The adequacy of the overall audit plan in providing appropriate coverage of IT risks.

The auditor's adherence to codes of ethics and professional audit standards.

The qualifications of the auditor, staff succession, and continued development through training.
The existence of timely and formal follow-up and reporting on management's resolution of
identified problems or weaknesses.

The quality and effectiveness of internal and external audit activity as it relates to IT controls.

Ratings

1. A rating of "1" indicates strong audit performance. Audit independently identifies and
reports weaknesses and risks to the board of directors or its audit committee in a thorough and
timely manner. Outstanding audit issues are monitored until resolved. Risk analysis ensures
that audit plans address all significant IT operations, procurement, and development activities
with appropriate scope and frequency. Audit work is performed in accordance with professional
auditing standards and report content is timely, constructive, accurate, and complete. Because
audit is strong, examiners may place substantial reliance on audit resuits.

2. A rating of "2" indicates satisfactory audit performance. Audit independently identifies
and reports weaknesses and risks to the board of directors or audit committee, but reports may
be less timely. Significant outstanding audit issues are monitored until resolved. Risk analysis
ensures that audit plans address all significant IT operations, procurement, and development
activities; however, minor concerns may be noted with the scope or frequency. Audit work is
performed in accordance with professional auditing standards; however, minor or infrequent
problems may arise with the timeliness, completeness and accuracy of reports. Because audit
is satisfactory, examiners may rely on audit results but because minor concerns exist,
examiners may need to expand verification procedures in certain situations.

3. A rating of "3" indicates less than satisfactory audit performance. Audit identifies and
reports weaknesses and risks; however, independence may be compromised and reports
presented to the board or audit committee may be less than satisfactory in content and
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timeliness. Outstanding audit issues may not be adequately monitored. Risk analysis is less
than satisfactory. As a result, the audit plan may not provide sufficient audit scope or frequency
for IT operations, procurement, and development activities. Audit work is generally performed
in accordance with professional auditing standards; however, occasional problems may be
noted with the timeliness, completeness and/ or accuracy of reports. Because audit is less than
satisfactory, examiners must use caution if they rely on the audit results.

4, A rating of "4" indicates deficient audit performance. Audit may identify weaknesses and
risks but it may not independently report to the board or audit committee and report content
may be inadequate. Outstanding audit issues may not be adequately monitored and resolved.
Risk analysis is deficient. As a result, the audit plan does not provide adequate audit scope or
frequency for IT operations, procurement, and development activities. Audit work is often
inconsistent with professional auditing standards and the timeliness, accuracy, and
completeness of reports is unacceptable. Because audit is deficient, examiners cannot rely on
audit results.

5. A rating of "5" indicates critically deficient audit performance. If an audit function exists,
it lacks sufficient independence and, as a result, does not identify and report weaknesses or
risks to the board or audit committee. Outstanding audit issues are not tracked and no follow-
up is performed to monitor their resolution. Risk analysis is critically deficient. As a result, the
audit plan is ineffective and provides inappropriate audit scope and frequency for IT operations,
procurement and development activities. Audit work is not performed in accordance with
professional auditing standards and major deficiencies are noted regarding the timeliness,
accuracy, and completeness of audit reports. Because audit is critically deficient examiners
cannot rely on audit results.

Management

This rating reflects the abilities of the board and management as they apply to all aspects of IT
acquisition, development, and operations. Management practices may need to address some
or all of the following IT-related risks: strategic planning, quality assurance, project
management, risk assessment, infrastructure and architecture, end-user computing, contract
administration of third party service providers, organization and human resources, regulatory
and legal compliance. Generally, directors need not be actively involved in day- to-day
operations; however, they must provide clear guidance regarding acceptable risk exposure
levels and ensure that appropriate policies, procedures, and practices have been established.
Sound management practices are demonstrated through active oversight by the board of
directors and management, competent personnel, sound IT plans, adequate policies and
standards, an effective control environment, and risk monitoring. This rating should reflect the
board's and management's ability as it applies to all aspects of IT operations.

The performance of management and the quality of risk management are rated based upon an
assessment of factors such as:
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The level and quality of oversight and support of the IT activities by the board of directors and
management.

The ability of management to plan for and initiate new activities or products in response to
information needs and to address risks that may arise from changing business conditions.

The ability of management to provide information reports necessary for informed planning and
decision making in an effective and efficient manner.

The adequacy of, and conformance with, internal policies and controls addressing the IT
operations and risks of significant business activities.

The effectiveness of risk monitoring systems.

The timeliness of corrective action for reported and known problems.

The level of awareness of and compliance with laws and regulations.

The level of planning for management succession.

The ability of management to monitor the services delivered and to measure the organization's
progress toward identified goals in an effective and efficient manner.

The adequacy of contracts and management's ability to monitor relationships with third-party
servicers.

The adequacy of strategic planning and risk management practices to identify, measure,
monitor, and control risks, including management's ability to perform self-assessments.

The ability of management to identify, measure, monitor, and control risks and to address
emerging information technology needs and solutions.

In addition to the above, factors such as the following are included in the assessment of
management at service providers:

The financial condition and ongoing viability of the entity.

The impact of external and internal trends and other factors on the ability of the entity to
support continued servicing of client financial institutions.

The propriety of contractual terms and plans.

Ratings

1. A rating of "1" indicates strong performance by management and the board. Effective
risk management practices are in place to guide IT activities, and risks are consistently and
effectively identified, measured, controlled, and monitored. Management immediately resolves
audit and regulatory concerns to ensure sound operations. Written technology plans, policies
and procedures, and standards are thorough and properly reflect the complexity of the IT
environment. They have been formally adopted, communicated, and enforced throughout the
organization. IT systems provide accurate, timely reports to management. These reports serve
as the basis of major decisions and as an effective performance-monitoring tool. Outsourcing
arrangements are based on comprehensive planning; routine management supervision
sustains an appropriate level of control over vendor contracts, performance, and services
provided. Management and the board have demonstrated the ability to promptly and
successfully address existing IT problems and potential risks.
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2. A rating of "2" indicates satisfactory performance by management and the board.

Adequate risk management practices are in place and guide IT activities. Significant IT risks
are identified, measured, monitored, and controlled; however, risk management processes
may be less structured or inconsistently applied and modest weaknesses exist. Management
routinely resolves audit and regulatory concerns to ensure effective and sound operations,
however, corrective actions may not always be implemented in a timely manner. Technology
plans, policies and procedures, and standards are adequate and are formally adopted.
However, minor weaknesses may exist in management's ability to communicate and enforce
them throughout the organization. IT systems provide quality reports to management which
serve as a basis for major decisions and a tool for performance planning and monitoring.
Isolated or temporary problems with timeliness, accuracy or consistency of reports may exist.
Outsourcing arrangements are adequately planned and controlled by management, and
provide for a general understanding of vendor contracts, performance standards and services
provided. Management and the board have demonstrated the ability to address existing IT
problems and risks successfully.

3. A rating of "3" indicates less than satisfactory performance by management and the
board. Risk management practices may be weak and offer limited guidance for IT activities.
Most IT risks are generally identified; however, processes to measure and monitor risk may be
flawed. As a result, management's ability to control risk is less than satisfactory. Regulatory
and audit concerns may be addressed, but time frames are often excessive and the corrective
action taken may be inappropriate. Management may be unwilling or incapable of addressing
deficiencies. Technology plans, policies and procedures, and standards exist, but may be
incomplete. They may not be formally adopted, effectively communicated, or enforced
throughout the organization. IT systems provide requested reports to management, but
periodic problems with accuracy, consistency and timeliness lessen the reliability and
usefulness of reports and may adversely affect decision making and performance monitoring.
Outsourcing arrangements may be entered into without thorough planning. Management may
provide only cursory supervision that limits their understanding of vendor contracts,
performance standards, and services provided. Management and the board may not be
capable of addressing existing IT problems and risks, evidenced by untimely corrective actions
for outstanding IT problems.

4, A rating of "4" indicates deficient performance by management and the board. Risk
management practices are inadequate and do not provide sufficient guidance for IT activities.
Critical IT risk are not properly identified, and processes to measure and monitor risks are
deficient. As a result, management may not be aware of and is unable to control risks.
Management may be unwilling and/or incapable of addressing audit and regulatory deficiencies
in an effective and timely manner. Technology plans, policies and procedures, and standards
are inadequate, have not been formally adopted, or effectively communicated throughout the
organization, and management does not effectively enforce them. IT systems do not routinely
provide management with accurate, consistent, and reliable reports, thus contributing to
ineffective performance monitoring and/or flawed decision making. Outsourcing arrangements

PAGE _ 8




Policy Numb 99-2
ARKANSAS STATE BANK DEPARTMENT Etfokive Dato. 21,99
EXAMINATION POLICY Supersedes 96-4
Approval ; ;g
SUBJECT: Uniform Rating System for Information Technology

may be entered into without planning or analysis, and management may provide little or no
supervision of vendor contracts, performance standards, or services provided. Management
and the board are unable to address existing IT problems and risks, as evidenced by
ineffective actions and longstanding IT weaknesses. Strengthening of management and its
processes is necessary. The financial condition of the service provider may threaten its
viability.

5. A rating of "5" indicates critically deficient performance by management and the board.
Risk management practices are severely flawed and provide inadequate guidance for IT
activities. Critical IT risks are not identified, and processes to measure and monitor risks do not
exist, or are not effective. Management's inability to control risk may threaten the continued
viability of the institution or service provider. Management is unable and/or unwilling to correct
audit and regulatory identified deficiencies and immediate action by the board is required to
preserve the viability of the institution or service provider. If they exist, technology plans,
policies and procedures, and standards are critically deficient. Because of systemic problems,
IT systems do not produce management reports which are accurate, timely, or relevant.
Outsourcing arrangements may have been entered into without management planning or
analysis, resulting in significant losses to the financial institution or ineffective vendor services.
The financial condition of the service provider presents an imminent threat to its viability.

Development and Acquisition

This rating reflects an organization's ability to identify, acquire, install, and maintain appropriate
information technology solutions. Management practices may need to address all or parts of
the business process for implementing any kind of change to the hardware or software used.
These business processes include an institution's or service provider's purchase of hardware
or software, development and programming performed by the institution or service provider,
purchase of services from independent vendors or affiliated data centers, or a combination of
these activities. The business process is defined as all phases taken to implement a change
including researching alternatives available, choosing an appropriate option for the
organization as a whole, and converting to the new system, or integrating the new system with
existing systems. This rating reflects the adequacy of the institution's systems development
methodology and related risk management practices for acquisition and deployment of
information technology. This rating also reflects the boards and management's ability to
enhance and replace information technology prudently in a controlled environment.

The performance of systems development and acquisition and related risk management
practice is rated based upon an assessment of factors such as:

The level and quality of oversight and support of systems development and acquisition
activities by senior management and the board of directors.

The adequacy of the organizational and management structures to establish accountability and
responsibility for IT systems and technology initiatives.
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The volume, nature, and extent of risk exposure to the financial institution in the area of
systems development and acquisition.

The adequacy of the institution's Systems Development Life Cycle (SDLC) and programming
standards.

The quality of project management programs and practices which are followed by developers,
operators, executive management/owners, independent vendors or affiliated servicers, and
end-users.

The independence of the quality assurance function and the adequacy of controls over
program changes.

The quality and thoroughness of system documentation.

The integrity and security of the network, system, and application software.

The development of information technology solutions that meet the needs of end users.

The extent of end user involvement in the system development process.

In addition to the above, factors such as the following are included in the assessment of
development and acquisition at service providers:

The quality of software releases and documentation.
The adequacy of training provided to clients.

Ratings

1. A rating of "1" indicates strong systems development, acquisition, implementation, and
change management performance. Management and the board routinely demonstrate
successfully the ability to identify and implement appropriate IT solutions while effectively
managing risk. Project management techniques and the SDLC are fully effective and
supported by written policies, procedures and project controls that consistently result in timely
and efficient project completion. An independent quality assurance function provides strong
controls over testing and program change management. Technology solutions consistently
meet end user needs. No significant weaknesses or problems exist.

2. A rating of "2" indicates satisfactory systems development, acquisition, implementation,
and change management performance. Management and the board frequently demonstrate
the ability to identify and implement appropriate IT solutions while managing risk. Project
management and the SDLC are generally effective; however, weaknesses may exist that result
in minor project delays or cost overruns. An independent quality assurance function provides
adequate supervision of testing and program change management, but minor weaknesses
may exist. Technology solutions meet end user needs. However, minor enhancements may be
necessary to meet original user expectations. Weaknesses may exist; however, they are not
significant and they are easily corrected in the normal course of business.

3. A rating of "3" indicates less than satisfactory systems development, acquisition,
implementation, and change management performance. Management and the board may
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often be unsuccessful in identifying and implementing appropriate IT solutions; therefore,
unwarranted risk exposure may exist. Project management techniques and the SDLC are weak
and may result in frequent project delays, backlogs or significant cost overruns. The quality
assurance function may not be independent of the programming function which may adversely
impact the integrity of testing and program change management. Technology solutions
generally meet end user needs, but often require an inordinate level of change after
implementation. Because of weaknesses, significant problems may arise that could result in
disruption to operations or significant losses.

4, A rating of "4" indicates deficient systems development, acquisition, implementation and
change management performance. Management and the board may be unable to identify and
implement appropriate IT solutions and do not effectively mange risk. Project management
techniques and the SDLC are ineffective and may result in severe project delays and cost
overruns. The quality assurance function is not fully effective and may not provide independent
or comprehensive review of testing controls or program change management. Technology
solutions may not meet the critical needs of the organization. Problems and significant risks
exist that require immediate action by the board and management to preserve the soundness
of the institution.

5. A rating of "5" indicates critically deficient systems development, acquisition,
implementation, and change management performance. Management and the board appear to
be incapable of identifying, and implementing appropriate information technology solutions. If
they exist, project management techniques and the SDLC are critically deficient and provide
little or no direction for development of systems or technology projects. The quality assurance
function is severely deficient or not present and unidentified problems in testing and program
change management have caused significant {T risks. Technology solutions do not meet the
needs of the organization. Serious problems and significant risks exist which raise concern for
the financial institution's or service providers' ongoing viability.

Support and Delivery

This rating reflects an organization's ability to provide technology services in a secure
environment. It reflects not only the condition of IT operations but also factors such as
reliability, security, and integrity, which may affect the quality of the information delivery
system. The factors include customer support and training, and the ability to manage problems
and incidents, operations, system performance, capacity planning, and facility and data
management. Risk management practices should promote effective, safe and sound IT
operations that ensure the continuity of operations and the reliability and availability of data.
The scope of this component rating includes operational risks throughout the organization and
service providers.

The rating of IT support and delivery is based on a review and assessment of requirements
such as:
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The ability to provide a level of service that meets the requirements of the business.

The adequacy of security policies, procedures, and practices in all units and at all levels of the
financial institution and service providers.

The adequacy of data controls over preparation, input, processing, and output.

The adequacy of corporate contingency planning and business resumption for data centers,
networks, service providers and business units.

The quality of processes or programs that monitor capacity and performance.

The adequacy of controls and the ability to monitor controls at service providers.

The quality of assistance provided to users, including the ability to handle problems.

The adequacy of operating policies, procedures, and manuals.

The quality of physical and logical security, including the privacy of data.

The adequacy of firewall architectures and the security of connections with public networks.

In addition to the above, factors such as the following are included in the assessment of
support and delivery at service providers:

The adequacy of customer service provided to clients.
The ability of the entity to provide and maintain service level performance that meets the
requirements of the client.

1. A rating of "1" indicates strong IT support and delivery performance. The organization
provides technology services that are reliable and consistent. Service levels adhere to well-
defined service level agreements and routinely meet or exceed business requirements. A
comprehensive corporate contingency and business resumption plan is in place. Annual
contingency plan testing and updating is performed; and, critical systems and applications are
recovered within acceptable time frames. A formal written data security policy and awareness
program is communicated and enforced throughout the organization. The logical and physical
security for all IT platforms is closely monitored and security incidents and weaknesses are
identified and quickly corrected. Relationships with third-party service providers are closely
monitored. IT operations are highly reliable, and risk exposure is successfully identified and
controlled.

2. A rating of "2" indicates satisfactory IT support and delivery performance. The
organization provides technology services that are generally reliable and consistent, however,
minor discrepancies in service levels may occur. Service performance adheres to service
agreements and meets business requirements. A corporate contingency and business
resumption plan is in place, but minor enhancements may be necessary. Annual plan testing
and updating is performed and minor problems may occur when recovering systems or
applications. A written data security policy is in place but may require improvement to ensure
its adequacy. The policy is generally enforced and communicated throughout the organization,
e.g. via a security awareness program. The logical and physical security for critical IT platforms
is satisfactory. Systems are monitored, and security incidents and weaknesses are identified
and resolved within reasonable time frames. Relationships with third-party service providers
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are monitored. Critical IT operations are reliable and risk exposure is reasonably identified and
controlled.

3. A rating of "3" indicates that the performance of IT support and delivery is less than
satisfactory and needs improvement. The organization provides technology services that may
not be reliable or consistent. As a result, service levels periodically do not adhere to service
level agreements or meet business requirements. A corporate contingency and business
resumption plan is in place but may not be considered comprehensive. The plan is periodically
tested; however, the recovery of critical systems and applications is frequently unsuccessful. A
data security policy exists; however, it may not be strictly enforced or communicated
throughout the organization. The logical and physical security for critical IT platforms is less
than satisfactory. Systems are monitored; however, security incidents and weaknesses may
not be resolved in a timely manner. Relationships with third-party service providers may not be
adequately monitored. IT operations are not acceptable and unwarranted risk exposures exist.
If not corrected, weaknesses could cause performance degradation or disruption to operations.

4, A rating of "4" indicates deficient IT support and delivery performance. The organization
provides technology services that are unreliable and inconsistent. Service level agreements are
poorly defined and service performance usually fails to meet business requirements. A
corporate contingency and business resumption plan may exist, but its content is critically
deficient. If contingency testing is performed, management is typically unable to recover critical
systems and applications. A data security policy may not exist. As a result, serious supervisory
concerns over security and the integrity of data exist. The logical and physical security for
critical IT platforms is deficient. Systems may be monitored, but security incidents and
weaknesses are not successfully identified or resolved. Relationships with third-party service
providers are not monitored. IT operations are not reliable and significant risk exposure exists.
Degradation in performance is evident and frequent disruption in operations has occurred.

5. A rating of "5" indicates critically deficient IT support and delivery performance. The
organization provides technology services that are not reliable or consistent. Service level
agreements do not exist and service performance does not meet business requirements. A
corporate contingency and business resumption plan does not exist. Contingency testing is not
performed and management has not demonstrated the ability to recover critical systems and
applications. A data security policy does not exist, and a serious threat to the organization's
security and data integrity exists. The logical and physical security for critical IT platforms is
inadequate, and management does not monitor systems for security incidents and weaknesses.
Relationships with third-party service providers are not monitored, and the viability of a service
provider may be in jeopardy. IT operations are severely deficient, and the seriousness of
weaknesses could cause failure of the financial institution or service provider if not addressed.
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SUBJECT: Investments in Bank Premises and Payment of Dividends

Occasionally, the State Bank Department learns that a state chartered bank has
violated Section 23-47-103 of the Arkansas Banking Code of 1997, and Section 48-
203.1 of the Rules and Regulations by investing in bank premises or paying excessive
dividends without obtaining the prior approval of the Bank Commissioner. Inasmuch as
the referenced statute and regulation require prior approval, the prior approval
contemplated by the regulations obviously cannot be given.

POLICY

In the future, such cases should not be submitted to the Bank Commissioner except by
mention in the Report of Examination. There is no need for the bank to write the
Commissioner requesting "retroactive" approval. Violation of these sections should be
contained in the Report of Examination, of course, and this will ensure that the
violations are brought to the attention of the bank's board of directors. In the majority of
cases, the Bank Commissioner will advise the bank by letter that he will not "object" to
the expenditure or dividend payment. This has the effect of notifying the bank that the
. Commissioner is aware of the violation but does not intend to take disciplinary action.
This letter will also caution the bank against future violations.

If the financial condition of the bank has been adversely affected to a serious extent by
the investment or dividend payment, the case should, of course, be reported directly to
the Bank Commissioner for appropriate action.
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SUBJECT: Financing Municipalities, Counties and School Districts
Background

Amendment 78 of the Arkansas Constitution was passed by voters in November 2000
and became effective January 1, 2001. This amendment permits cities and counties to
form redevelopment districts for the purpose of financing capital improvements for
redevelopment projects in the district. Bonds may be issued to finance these projects.

Amendment 78 also permits municipalities and counties to incur short-term financing
obligations maturing over a period not to exceed five (5) years. Municipalities and
counties can enter into such obligations for the purpose of acquiring, constructing,
installing or renting real property or tangible personal property having an expected
useful life of more than one (1) year. These obligations can be in the form of loans,
leases or bonds.

The Bank Commissioner sets a maximum rate of interest that can be charged on these
obligations. The rate is set quarterly.

School Districts

Generally a school district is restrained from issuing obligations that cannot be paid out
of the revenues of the school year in which the obligation is incurred. There are
exceptions to this which include: purchase of school leases, certain insurance policies,
certain equipment, school sites, repair of facilities, energy conservation measures,
settlement of litigation, and employment of professional appraisers for ad valorem tax
purposes. Obligations incurred to finance these exceptions may be in the form of post-
dated warrants, lease purchase agreements or installment contracts which must be
paid within eight (8) years of the date of issuance.

The school fiscal year begins July 1.

It is recommended that in financial dealings between banks, cities, counties and school
districts the bank consult its attorney.
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SUBJECT: Classification Guidelines for Repossessions and Credit Card Debt
(Revised)
Background

The Bank Department has revised its classification policies regarding repossessed personal
property and credit card debt. State banks should modify their internal policies and procedures,
if necessary, to ensure compliance with this policy. Exceptions are permissible when extenuating
circumstances exist.

Policy:
Credit Card Debt:
Credit card debt will be adversely classified as follows:
Past due 90 - 179 days, or four (4) to six (6) payments: Substandard

Past due over 180 days, or seven (7) payments: Loss

Repossessions:

All repossessed automobiles, motorcycles, small boats, and all terrain vehicles (3/4 wheelers)
will be adversely classified as follows:

Held 0 - 90 days: Substandard
Held over 90 days: Loss

For repossessed assets not identified above (i.e. agriculture equipment, large boats. logging
equipment, etc) banks must comply with the following statute from the Arkansas Banking Code.
Examiner discretion will determine appropriate classifications for other types of personal
property (i.e. fixtures, retail inventory, etc). All repossessed assets must be recorded at the lower
of the remaining loan amount or fair value of the assets received.

23-47-507. Power to hold and sell collateral

A state bank may hold and sell all kinds of property that may come into its possession as
collateral security for loans or any ordinary collection of debts, in the manner provided by law.
Any personal property coming into its possession in this manner and which is not otherwise
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(Revised)

authorized for state banks to own as an asset shall be disposed of as soon as possible and after
twelve (12) months from the date of acquisition shall cease to be considered as a part of its

assets.
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SUBJECT: Disclosure of The Consumer Compliance Rating

Background

The Arkansas State Bank Department has revised its approach to examining institutions
for compliance with consumer protection laws and regulations. Under the new approach,
Arkansas State Bank Department compliance examinations will combine the risk-based
examination process it now employs with an in-depth evaluation of an institution’s compliance
management system, resulting in a top-down, risk-focused approach to examinations. This new
approach for examinations became effective June 30, 2003.

Each bank’s Board of Directors will be advised of the assigned rating in the examination
report. The compliance rating will not be a matter of public information. The rating disclosed in
the examination report is that assigned by the Examiner in Charge and approved by supervisory
personnel and the Bank Commissioner as a result of an independent examination by the Arkansas
State Bank Department or as a result of a joint or concurrent examination in which the Arkansas
State Bank Department participated.

Compliance Rating System

The Arkansas State Bank Department follows the Uniform Interagency Consumer
Compliance Rating System approved by the Federal Financial Institutions Examination Council
in 1980. The text of the rating system is contained in this section.

In assigning ratings under this system, it is important to recognize that all the attributes in
each rating category will not necessarily apply to each institution. Further, the rating system does
not automatically place an institution in a certain category. The rating categories represent
institutional profiles that are used to distinguish between varying levels of supervisory concern.
Consistent with the overall examination approach, examiners are expected to use reasoned
judgment to reach sensible, supportable conclusions about an institution’s performance based on
the totality of the examination findings. The examiner should choose the category whose
description best reflects the institution’s overall compliance position.

For example, the categories for institutions rated “1” or “2” indicate the presence of a
written compliance program. This means that institutions that fall in the “1” or “2” categories
typically have written compliance programs. This does not mean that the absence of a written
compliance program, in and of itself, automatically places an institution in the “3” category.
However, the examiner would certainly want to encourage, but not require, an institution that has
a good compliance program to commit it to writing. Conversely, an institution is not precluded
from being assigned a “3” rating even if it has a written compliance program.
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The rating system also profiles institutions with Truth in Lending Act restitution at the
“3” level. In most cases, the “3” rating is probably appropriate, especially when one considers
and assesses the factors that contributed to the problem. However, if all other aspects of the
institution’s compliance performance are satisfactory, and management completed or initiated
restitution to borrowers during the examination, or promised to take appropriate corrective action
in a timely manner, a satisfactory rating could be assigned. It must be justified and supported, and
explained in the confidential section of the report.

Similarly, a pattern or practice of discrimination is a noted attribute of the category for
“4” rated and “5” rated institutions. Institutions with patterns or practices of discrimination pose
exceptional levels of risk, and more often than not, a “4” or “5” rating accurately reflects that
risk. Any form of discrimination is an extraordinarily significant and sensitive matter, and always
requires substantially more than a normal level of supervisory attention from a regulatory agency.
However, there is flexibility in the rating system to accommodate circumstances that could bear
on which level of less than satisfactory performance will be assigned to the institution. These
circumstances include factors such as the institution’s acknowledgement of the violation, its
resolve to affirmatively address the violation and its causes, and its record of implementing
comprehensive, enduring corrective measures.

UNIFORM INTERAGENCY
CONSUMER COMPLIANCE RATING SYSTEM

Introduction

The rating system provides a general framework for evaluating and integrating significant
compliance factors in order to assign a consumer compliance rating to each federally regulated
commercial bank, savings and loan association, mutual savings bank and credit union. The rating
system does not consider or take into account an institution's record of lending performance
under the CRA or its compliance with the applicable provisions of the implementing regulations
since institutions are rated separately for CRA purposes. The purpose of the rating system is to
reflect in a comprehensive and uniform fashion the nature and extent of an institution's
compliance with consumer protection and civil rights statutes and regulations. In addition to
serving as a useful tool for summarizing the compliance position of individual institutions, the
rating system will also assist the public and the Congress in assessing the aggregate compliance
posture of regulated financial institutions.
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Overview

Under the uniform rating system, each financial institution is assigned a consumer
compliance rating predicated upon an evaluation of the nature and extent of its present
compliance with consumer protection and civil rights statutes and regulations and the adequacy
of its operating systems designed to ensure compliance on a continuing basis. The rating system
is based upon a scale of 1 through 5 in increasing order of supervisory concern. Thus, "1"
represents the highest rating and consequently the lowest level of supervisory concern; while "5"
represents the lowest, most critically deficient level of performance and therefore the highest
degree of supervisory concern. Each of the five ratings is described in greater detail below.

In assigning a consumer compliance rating all relevant factors must be evaluated and
weighed. In general, these factors include the nature and extent of present compliance with
consumer protection and civil rights statutes and regulations, the commitment of management to
compliance and its ability and willingness to take the necessary steps to assure compliance, and
the adequacy of operating systems, including internal procedures, controls, and audit activities
designed to ensure compliance on a routine and consistent basis. The assignment of a compliance
rating may incorporate other factors that impact significantly on the overall effectiveness of an
institution's compliance efforts.

While each type of financial institution has differences in its general business powers and
constraints, all are subject to the same consumer protection and civil rights statutes and
regulations covered by the rating system. Thus, there is no need to evaluate differing types of
financial institutions on criteria relating to their particular industry. As a result, the assignment of
a uniform consumer compliance rating will help direct uniform and consistent supervisory
attention which does not depend solely upon the nature of the institution's charter or business or
the identity of its primary regulator. In this manner, overall uniformity and consistency of
supervision will be strengthened by the existence of common consumer compliance ratings.

The primary purpose of the uniform rating system is to help identify those institutions
whose compliance with consumer protection and civil rights statutes and regulations display
weaknesses requiring special supervisory attention and which are cause for more than a normal
degree of supervisory concern. To accomplish this objective, the rating system identifies an
initial category of institutions that have compliance deficiencies that warrant more than normal
supervisory concern. These institutions are not deemed to present a significant risk of financial or
other harm to consumers but do require a higher than normal level of supervisory attention.
Institutions in this category are generally rated "3." The rating system also identifies certain
institutions whose weaknesses are so severe as to represent, in essence, a substantial or general
disregard for the law. These institutions are, depending upon nature and degree of their
weaknesses, rated "4" or "5."
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The uniform identification of institutions giving cause for more than a normal degree of
supervisory concern will help ensure:

» That the degree of supervisory attention and the type of supervisory response are based
upon the severity and nature of the institution's problems;

o That supervisory attention and action are, to the extent possible, administered uniformly
and consistently, regardless of the type of institution or the identity of the regulatory
agency; and

o That appropriate supervisory action is taken with respect to those institutions whose
compliance problems entail the greatest potential for financial or other harm to
consumers.

Consumer Compliance Ratings

Consumer Compliance Ratings are defined and distinguished as follows:

One

An institution in this category is in a strong compliance position. Management is capable of and
staff is sufficient for effectuating compliance. An effective compliance program, including an
efficient system of internal procedures and controls, has been established. Changes in consumer
statutes and regulations are promptly reflected in the institution's policies, procedures and
compliance training. The institution provides adequate training for its employees. If any
violations are noted they relate to relatively minor deficiencies in forms or practices that are
easily corrected. There is no evidence of discriminatory acts or practices, reimbursable violations,
or practices resulting in repeat violations. Violations and deficiencies are promptly corrected by
management. As a result, the institution gives no cause for supervisory concern.

Two

An institution in this category is in a generally strong compliance position. Management is
capable of administering an effective compliance program. Although a system of internal
operating procedures and controls has been established to ensure compliance, violations have
nonetheless occurred. These violations, however, involve technical aspects of the law or result
from oversight on the part of operating personnel. Modification in the bank's compliance
program and/or the establishment of additional review/audit procedures may eliminate many of
the violations. Compliance training is satisfactory. There is no evidence of discriminatory acts or
practices, reimbursable violations, or practices resulting in repeat violations.

Three

Generally, an institution in this category is in a less than satisfactory compliance position. It is a
cause for supervisory concern and requires more than normal supervision to remedy deficiencies.
Violations may be numerous. In addition, previously identified practices resulting in violations
may remain uncorrected. Overcharges, if present, involve a few consumers and are minimal in
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amount. There is no evidence of discriminatory acts or practices. Although management may
have the ability to effectuate compliance, increased efforts are necessary. The numerous
violations discovered are an indication that management has not devoted sufficient time and
attention to consumer compliance. Operating procedures and controls have not proven effective
and require strengthening. This may be accomplished by, among other things, designating a
compliance officer and developing and implementing a comprehensive and effective compliance
program. By identifying an institution with marginal compliance early, additional supervisory
measures may be employed to eliminate violations and prevent further deterioration in the
institution's less-than-satisfactory compliance position.

Four

An institution in this category requires close supervisory attention and monitoring to promptly
correct the serious compliance problems disclosed. Numerous violations are present.
Overcharges, if any, affect a significant number of consumers and involve a substantial amount
of money. Often practices resulting in violations and cited at previous examinations remain
uncorrected. Discriminatory acts or practices may be in evidence. Clearly, management has not
exerted sufficient effort to ensure compliance. Its attitude may indicate a lack of interest in
administering an effective compliance program which may have contributed to the seriousness of
the institution's compliance problems. Internal procedures and controls have not proven effective
and are seriously deficient. Prompt action on the part of the supervisory agency may enable the
institution to correct its deficiencies and improve its compliance position.

Five

An institution in this category is in need of the strongest supervisory attention and monitoring. It
is substantially in noncompliance with the consumer statutes and regulations. Management has
demonstrated its unwillingness or inability to operate within the scope of consumer statutes and
regulations. Previous efforts on the part of the regulatory authority to obtain voluntary
compliance have been unproductive. Discrimination, substantial overcharges, or practices
resulting in serious repeat violations are present.

Examination Report Disclosure

For examination purposes the following disclosure should be made on Page 1 of the
report:

CONSUMER COMPLIANCE RATING

A Consumer Compliance Rating of "2" is assigned.
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The Arkansas State Bank Department (“ASBD”) has revised its approach to examining
bank holding companies (“BHC”) to comply with revisions made by the Board of Governors of
the Federal Reserve System, which will be applied to all BHC examinations beginning on or
after January 1, 2005. Under the new approach, ASBD holding company examinations will
incorporate increased emphasis on risk management, a more flexible and comprehensive
evaluation of financial condition, and an explicit determination of the likelihood that
nondepository institutions of a holding company will have a significant impact on depository
subsidiaries.

Each holding company’s Board of Directors will be advised of the assigned rating in the
examination report. The holding company rating will not be a matter of public information. The
rating disclosed in the examination report is that assigned by the Examiner in Charge and
approved by supervisory personnel and the Bank Commissioner as a result of an independent
examination by the Arkansas State Bank Department or as a result of a joint or concurrent
examination in which the Arkansas State Bank Department participated.

The BHC rating system takes into consideration certain financial, managerial, and
compliance factors that are common to all BHCs. Under this system, ASBD and Federal Reserve
Bank of St. Louis (“Federal Reserve”) endeavor to ensure that all BHCs are evaluated in a
comprehensive and uniform manner, and that supervisory attention is appropriately focused on
the BHCs exhibiting financial and operational weaknesses or adverse trends. The rating system
serves as a useful vehicle for identifying problem or deteriorating BHCs, as well as for
categorizing BHCs with deficiencies in particular areas. Further, the rating system assists ASBD
and Federal Reserve in following safety and soundness trends and in assessing the aggregate
strength and soundness of the financial industry.

Each BHC is assigned a composite rating (C) based on an evaluation and rating of its
managerial and financial condition and an assessment of future potential risk to its subsidiary
depository institution(s). The main components of the rating system represent: Risk
Management (R); Financial Condition (F); and potential Impact (I) of the parent company and
nondepository subsidiaries (collectively nondepository entities) on the subsidiary depository
institutions. While ASBD and the Federal Reserve expect all bank holding companies to act as a
source of strength to their subsidiary depository institutions, the Impact rating focuses on
downside risk--that is, on the likelihood of significant negative impact by the nondepository
entities on the subsidiary depository institution. A fourth component rating, Depository
Institution (D), will generally mirror the primary regulator’s assessment of the subsidiary
depository institutions. Thus, the primary component and composite ratings are displayed:

RFI/C (D)
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In order to provide a consistent framework for assessing risk management, the R
component is supported by four subcomponents that reflect the effectiveness of the banking
organization’s risk management and controls. The subcomponents are: Board and Senior
Management Oversight; Policies, Procedures, and Limits; Risk Monitoring and Management
Information Systems; and Internal Controls. The F component is similarly supported by four
subcomponents reflecting an assessment of the quality of the banking organization’s Capital;
Asset quality; Earnings; and Liquidity.

A simplified version of the rating system that requires only the assignment of the risk
management component rating and composite rating will be applied to noncomplex BHC’s with
assets below $1 billion.

Composite, component, and subcomponent ratings are assigned based on a 1 to 5
numerical scale. A 1 numeric rating indicates the highest rating, strongest performance and
practices, and least degree of supervisory concern, whereas a 5 numeric rating indicates the
lowest rating, weakest performance, and the highest degree of supervisory concern.

The composite rating generally bears a close relationship to the component ratings
assigned. Each component rating is based on a qualitative analysis of the factors comprising that
component and its interrelationship with the other components. When assigning a composite
rating, some components may be given more weight than others depending on the situation of the
BHC. In general, assignment of a composite rating may incorporate any factor that bears
significantly on the overall condition and soundness of the BHC. Therefore, the composite rating
is not derived by computing the arithmetic average of the component ratings. Nevertheless, the
composite rating generally bears a close relationship to the component ratings assigned.

The following three sections contain detailed descriptions of the composite, component, and
subcomponent ratings, definitions of the ratings, and implementation guidance by BHC type.

I Description of the Rating System Elements
The “R” (Risk Management) Component

« R represents an evaluation of the ability of the BHC’s Board of directors and senior
management, as appropriate for their respective positions, to identify, measure, monitor,
and control risk. The R rating underscores the importance of the control environment,
taking into consideration the complexity of the organization and the risk inherent in its
activities.

o The R rating is supported by four subcomponents that are each assigned a separate rating.
The four subcomponents are as follows: 1) Board and Senior Management Oversight; 2)
Policies, Procedures and Limits; 3) Risk Monitoring and Management Information
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Systems; and 4) Internal Controls. The subcomponents are evaluated in the context of the
risks undertaken by and inherent to a banking organization and the overall level of
complexity of the firm’s operations.

Risk Management Subcomponents

Board and Senior Management Oversight

This subcomponent evaluates the adequacy and effectiveness of Board and senior
management’s understanding and management of risk inherent in the BHC’s activities, as well as
the general capabilities of management, It also includes consideration of management’s ability to
identify and understand the risks undertaken by the institution, to hire competent staff, and to
respond to changes in the institution’s risk profile or innovations in the banking sector.

Policies, Procedures and Limits

This subcomponent evaluates the adequacy of a BHC’s policies, procedures, and limits
given the risks inherent in the activities of the consolidated BHC and the organization’s stated
goals and objectives. This analysis will include consideration of the adequacy of the institution’s
accounting and risk disclosure policies and procedures.

Risk Monitoring and Management Information Systems

This subcomponent assesses the adequacy of a BHC’s risk measurement and
monitoring, and the adequacy of its management reports and information systems. This
analysis will include a review of the assumptions, data and procedures used to measure risk and
the consistency of these tools with the level of complexity of the organization’s activities.

Internal Controls

This subcomponent evaluates the adequacy of a BHC’s internal controls and internal
audit procedures, including the accuracy of financial reporting and disclosure and the strength
and influence, within the organization, of the internal audit team. This analysis will also include
a review of the independence of control areas from management and the consistency of the scope
coverage of the internal audit team with the complexity of the organization.

The “F” (Financial Condition) Component

e F represents an evaluation of the consolidated organization’s financial strength. The F rating
focuses on the ability of the BHC’s resources to support the level of risk associated with its
activities.

o The F rating is supported by four subcomponents: C (capital), A (asset quality), E (earnings),
and L (liquidity). The CAEL subcomponents can be evaluated along individual business
lines, product lines, or on a legal entity basis, depending on what is most appropriate given
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the structure of the organization. The assessment of the CAEL components will utilize
benchmarks and metrics appropriate to the business activity being evaluated.

Financial Condition Subcomponents (CAEL)

In evaluating each of the CAEL subcomponents, examination staff will continue to
review relevant market indicators, such as equity and debt prices, external debt ratings, credit
spreads, and qualitative rating agency assessments as a source of information complementary to
examination findings.

Capital Adequacy

C reflects the adequacy of an organization’s consolidated capital position, from a
regulatory capital perspective and an economic capital perspective, as appropriate to the BHC
(refer to 12 CFR 225, Appendices A and D for regulatory minimum capital ratios for BHC).
The evaluation of capital adequacy should consider the risk inherent in an organization’s
activities and the ability of capital to absorb unanticipated losses, to provide a base for growth,
and to support the level and composition of the parent company and subsidiaries’ debt.

Asset Quality

A reflects the quality of an organization’s consolidated assets. The evaluation should
include, as appropriate, both on-balance sheet and off-balance sheet exposures, and the level of
criticized and nonperforming assets. Forward-looking indicators of asset quality, such as the
adequacy of underwriting standards, the level of concentration risk, the adequacy of credit
administration policies and procedures, and the adequacy of management information systems
for credit risk, are also evaluated.

Earnings
E reflects the quality of consolidated earnings. The evaluation considers the level, trend,

and sources of earnings, as well as the ability of earnings to augment capital as necessary, to
provide ongoing support for a BHC’s activities.

Liquidity

L reflects the consolidated organization’s ability to attract and maintain the sources of
funds necessary to support its operations and meet its obligations. The funding conditions for
each of the material legal entities in the holding company structure will be evaluated to determine
if any weaknesses exist that could affect the funding profile of the consolidated organization.
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The “I” (Impact) Component

The I component is rated on a five-point numerical scale. However, the descriptive
definitions of the numerical ratings for I are different than those of the other components and
subcomponents. I Ratings are defined as follows:

1 — low likelihood of significant negative impact;

2 — limited likelihood of significant negative impact;

3 — moderate likelihood of significant negative impact;

4 — considerable likelihood of significant negative impact; and

5 — high likelihood of significant negative impact.

The I component is an assessment of the potential impact of the nondepository entities on
the subsidiary depository institution(s). The I assessment will evaluate both the risk management
practices and financial condition of the nondepository entities--an analysis that will borrow
heavily from the analysis conducted for the R and F components. Consistent with current
practices, nondepository entities will be evaluated using benchmarks and analysis appropriate for
those businesses. In addition, for functionally regulated nondepository subsidiaries, examination
staff will continue to rely, to the extent possible, on the work of those functional regulators to
assess the risk management practices and financial condition of those entities. In rating the I
component, examination staff is required to evaluate the degree to which current or potential
issues within the nondepository entities present a threat to the safety and soundness of the
subsidiary depository institution(s). In this regard, the I component will give a clearer indication
of the degree of risk posed by the nondepository entity(ies) to the federal safety net than does the
current rating system.

The 1 component focuses on the aggregate impact of the nondepository entities on the
subsidiary depository institution(s). In this regard, the I rating does not include individual
subcomponent ratings for the parent company and nondepository subsidiaries. ~Any risk
management and financial issues at the parent company and/or nondepository subsidiaries that
potentially impact the safety and soundness of the subsidiary depository institution(s) will be
identified in the written comments under the I rating. As a general rule, nondepository
subsidiaries will be included in the I analysis whenever their assets exceed five percent of the
BHC’s consolidated capital or $10 million, whichever is lower.

The analysis of the parent company for the purpose of assigning an I rating will
emphasize weaknesses that could directly impact the risk management or financial condition of
the subsidiary depository institution(s). Similarly, the analysis of the nondepository subsidiaries
for the purpose of assigning an I rating will emphasize weaknesses that could negatively impact
the parent company’s relationship with its subsidiary depository institution(s) and weaknesses
that have a direct impact on the risk management practices or financial condition of the
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subsidiary depository institution(s). The analysis under the I component considers existing as
well as potential issues and risks that may impact the subsidiary depository institution(s) now or
in the future.

The following risk management and financial factors are considered in assigning the I
rating:

Risk Management Factors

o Strategic Considerations: The potential risks posed to the subsidiary depository institution(s)
by the nondepository entities’ plans for growth in existing activities and expansion into new
products and services;

e Operational Considerations: The spillover impact on the subsidiary depository institution(s)
from actual losses, a poor control environment, or an operational loss history in the
nondepository entities;

o Legal and Reputational Considerations: The spillover effect on the subsidiary depository
institution(s) of complaints and litigation that name one or more of the nondepository entities
as defendants, or violations of laws or regulations, especially pertaining to intercompany
transactions where the subsidiary depository institution(s) is involved; and,

o Concentration Considerations: The potential risks posed to the subsidiary depository
institution(s) by concentrations within the nondepository entities in business lines, geographic
areas, industries, customers, or other factors.

Financial Factors

o Capital Distribution: The distribution and transferability of capital across the legal entities;

o Intra-Group Exposures: The extent to which intra-group exposures, including servicing
agreements, have the potential to undermine the condition of subsidiary depository
institution(s); and,

e Parent Company Cash Flow and Leverage: The extent to which the parent company is
dependent on dividend payments, from both the nondepository subsidiaries and the subsidiary
depository institution(s), to service debt and cover fixed charges. Also, the effect that these
upstreamed cash flows have had, or can be expected to have, on the financial condition of the
BHC’s nondepository subsidiaries and subsidiary depository institution(s).

The “C” (Composite) Rating

C is the overall composite assessment of the BHC as reflected by consolidated risk
management, consolidated financial strength, and the potential impact of the nondepository
entities on the subsidiary depository institution(s). The composite rating encompasses both a
forward-looking and static assessment of the consolidated organization, as well as an assessment
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of the relationship between the depository and nondepository entities. The C rating is not derived
as a simple numeric average of the R, F, and I components; but rather it reflects examiner
judgment with respect to the relative importance of each component to the safe and sound
operation of the BHC.

The “(D)” (Depository Institutions) Component

The (D) component will generally reflect the composite CAMELS rating assigned by the
subsidiary depository institution’s primary regulator. In a multi-bank BHC, the (D) rating will
reflect a weighted average of the CAMELS composite ratings of the individual subsidiary
depository institutions, weighted by both asset size and the relative importance of each
depository institution within the holding company structure. In this regard, the CAMELS
composite rating for a subsidiary depository institution that dominates the corporate culture may
figure more prominently in the assignment of the (D) rating than would be dictated by asset size,
particularly when problems exist within that depository institution.

To highlight the presence of one or more problem depository institution(s) in a multi-
bank BHC whose depository institution component, based on weighted averages, might not
otherwise reveal their presence (i.e., depository institution ratings of 1, 2 or 3), a problem
modifier, “P” will be attached to the depository institution rating (e.g., 1P, 2P, or 3P). Thus, 2P
would indicate that, while on balance the depository subsidiaries are rated satisfactory, there
exists a problem depository institution (composite 4 or 5) among the subsidiary depository
institutions. The problem identifier is unnecessary when the D component is rated 4 or 5.

IL. Implementation of BHC Rating System by Bank Holding Company Type

Arkansas State Bank Department’s revision of the BHC rating system was driven by the
need to align the rating system with current Federal Reserve supervisory practices. The rating
system will require analysis and support similar to that required by the former BOPEC rating
system for BHCs of all sizes. As such, the level of analysis and support will vary based upon
whether a BHC has been determined to be “complex” or “noncomplex.” In addition, the
resources dedicated to the examination of each BHC will continue to be determined by the risk
posed by the subsidiary depository institution(s) to the federal safety net (defined as the deposit
insurance fund, the payments systems, and the Federal Reserve’s discount window) and the risk
posed by the BHC to the subsidiary depository institution(s).
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Noncomplex BHCs with Assets of $1 Billion or Less (Shell Holding Companies)

Rating: R and C

Consistent with SR 02-1, examination staff will assign only an R and C rating for all
companies in the shell BHC program (noncomplex BHCs with assets under $1 billion). The R
rating is the M rating from the subsidiary depository institution’s CAMELS rating. The C rating
is the subsidiary depository institution’s composite CAMELS rating.

Noncomplex BHCs with Assets Greater than $1 Billion

One-Bank Holding Company
Rating: RFI/C (D)

For all noncomplex, one-bank holding companies with assets of greater than $1 billion,
examination staff will assign all component and subcomponent ratings; however, examination
staff will continue to rely heavily on information and analysis contained in the report of
examination for the subsidiary depository institution to assign the R and F ratings. If
examination staff have reviewed the primary regulator’s examination report and are comfortable
with the analysis and conclusions contained in that report, then the BHC ratings should be
supported with concise language that indicates that the conclusions are based on the analysis of
the primary regulator. No additional analysis will be required.

Please note, however, in cases where the analysis and conclusions of the primary
regulator are insufficient to assign the ratings, the primary regulator will be contacted to ascertain
whether additional analysis and support may be available. Further, if discussions with the
primary regulator do not provide sufficient information to assign the ratings, discussions with
BHC management may be warranted to obtain adequate information to assign the ratings. In
most cases, additional information or support obtained through these steps will be sufficient to
permit the assignment of the R and F ratings. To the extent that additional analysis is deemed
necessary, the level of analysis and resources spent on this assessment should be in line with the
level of risk the subsidiary depository institution poses to the federal safety net. In addition, any
activities that involve information gathering with respect to the subsidiary depository institution
should be coordinated with and, if possible, conducted by, the primary regulator of that
institution.

Examination staff will be required to make an independent assessment in order to assign
the 1 rating, which provides an evaluation of the impact of the BHC on the subsidiary depository
institution. Analysis for the I rating in non-complex one-bank holding companies should place
particular emphasis on issues related to parent company cash flow and compliance with Sections
23A and 23B of the Federal Reserve Act, as implemented by Regulation W.
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Multi-Bank Holding Company Rating: RFI/C (D)

For all noncomplex BHCs with assets of greater than $1 billion and having more than one
subsidiary depository institution, examination staff will assign all component and subcomponent
ratings of the new system. Examiners will rely, to the extent possible, on the work conducted by
the primary bank regulators to assign the R and F ratings. However, any risk management or
other important functions conducted by the nondepository entities of the BHC, or conducted
across legal entity lines, should be subject to review by ASBD and/or Federal Reserve
examination staff. These reviews should be conducted in coordination with the primary
regulator(s). The assessment for the I rating will require an independent assessment by ASBD or
Federal Reserve examination staff.

Complex BHCs

Rating: RFI/C (D)

For complex BHCs, examination staff will assign all component and subcomponent
ratings of the new rating system. The ratings analysis should be based on the primary and
functional regulators’ assessment of the subsidiary entities, as well as on the examiners’
assessment of the consolidated organization as determined through the BHC examination
process. The resources needed for the examination and the level of support needed for
developing a full rating will depend upon the complexity of the organization, including structure
and activities, and should be commensurate with the level of risk posed by the subsidiary
depository institution(s) to the federal safety net and the level of risk posed by the BHC to the
subsidiary depository institution(s).

Nontraditional BHCs

Rating: RFI/C (D)

Examination staff will be required to assign the full rating system for nontraditional
BHCs. Nontraditional BHCs include BHCs in which most or all nondepository operations are
regulated by a functional regulator and in which the subsidiary depository institution(s) are small
in relation to the nondepository entities. The rating system is not intended to introduce
significant additional work in the rating process for these organizations. As discussed above, the
level of analysis conducted and resources needed to examine the BHC and to assign the
consolidated R and F ratings should be commensurate with the level of risk posed by the
subsidiary depository institution(s) to the federal safety net and the level of risk posed by the
BHC to the subsidiary depository institution(s). The report of examination by, and other
information obtained from, the functional and primary bank regulators should provide the basis
for the consolidated R and F ratings. On-site work, to the extent it involves areas that are the
primary responsibility of the functional or primary bank regulator, should be coordinated with
and, if possible, conducted by, those regulators. Examination staff should concentrate their
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independent analysis for the R and F ratings around activities and risk management conducted by
the parent company and non-functionally regulated nondepository subsidiaries, as well as around
activities and risk management functions that are related to the subsidiary depository
institution(s), for example, audit functions for the depository institution(s) and compliance with
Sections 23A and 23B of the Federal Reserve Act, as implemented by Regulation W.

III. Rating Definitions for the RFI/C (D) Rating System

All component and subcomponent ratings are rated on a five-point numerical scale, with
the exception of the I component, ratings will be assigned in ascending order of supervisory
concern as follows:

1 — Strong; 2 — Satisfactory; 3 — Fair; 4 — Marginal; and 5 — Unsatisfactory.

A description of the I component ratings is in the I section below.

Risk Management Component

Rating 1 (Strong). A rating of 1 indicates that management effectively identifies and controls all
major types of risk posed by the BHC’s activities. The board and senior management are active
participants in monitoring risk. Management ensures that appropriate policies and limits are
understood, reviewed, and approved by the board of directors. Policies and limits are supported
by risk monitoring procedures, reports, and management information systems. The board and
senior management are provided with the necessary information to make timely and appropriate
decisions in response to changing conditions. Risk management practices are fully effective in
identifying, monitoring, and controlling the risks to the institution. Internal controls and audit
procedures are sufficiently comprehensive and appropriate to the size and activities of the
institution.

Internal controls and audit procedures are sufficiently comprehensive and appropriate to
the size and activities of the institution. There are few noted exceptions to the institution's
established policies and procedures, and none is material. Management effectively and
accurately monitors the condition of the institution consistent with the standards of safety and
soundness, and in accordance with internal and supervisory policies and practices. Risk
management processes are fully effective in identifying, monitoring, and controlling the risks to
the institution.

Rating 2 (Satisfactory). A rating of 2 indicates that the institution's management of risk is largely
effective, but lacking to some modest degree. Management demonstrates a responsiveness and
ability to cope successfully with existing and foreseeable risks. While the institution may have
some minor risk management weaknesses, problems are generally being resolved. Board and
senior management oversight, policies, risk monitoring procedures, and management information
systems are considered satisfactory and effective. Internal controls may display modest
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weaknesses, but are correctable in the normal course of business. Risks are controlled in a
manner that requires only normal supervisory attention,

The BHC’s risk management practices and infrastructure are satisfactory and generally
are adjusted appropriately in response to changing industry practices and current regulatory
guidance. Staff experience, expertise and depth are generally appropriate to manage the risks
assumed by the institution.

Internal controls may display modest weaknesses or deficiencies, but they are
correctable in the normal course of business. The examiner may have recommendations for
improvement, but the weaknesses noted should not have a significant effect on the safety and
soundness of the institution.

Rating 3 (Fair). A rating of 3 signifies that risk management practices are lacking to some
degree and require more than normal supervisory attention. One or more of the four elements of
sound risk management (board/senior management oversight; policies/procedures, risk
management monitoring/management information systems; and internal controls) is considered
less than acceptable. Certain risk management practices are in need of improvement to ensure
that the board and senior management are able to identify, monitor, and control all significant
risks to the institution. The risks associated with the noted weaknesses could have adverse
effects on the safety and soundness of the institution if corrective action is not taken by
management.

The internal control system may be lacking in some important aspects, particularly as
indicated by continued control exceptions or by a failure to adhere to written policies and
procedures. The risk management weaknesses could have adverse effects on the safety and
soundness of the institution if corrective action is not taken by management.

Rating 4(Marginal). A rating of 4 represents risk management practices that fail to properly
identify, monitor, and control risk exposure. Generally, such a situation reflects inadequate
guidance and supervision by the board and senior management. One or more of the four
elements of sound risk management (board/senior management oversight; policies/procedures,
risk management monitoring/management information systems; and internal controls) is deficient
and requires immediate corrective action. Unless properly addressed, these conditions could
seriously affect the safety and soundness of the institution.

The institution may have serious identified weaknesses, such as an inadequate separation
of duties, that require substantial improvement in internal control or accounting procedures, or
improved adherence to supervisory standards or requirements. The risk management deficiencies
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warrant a high degree of supervisory attention because, unless properly addressed, they could
seriously affect the safety and soundness of the institution.

Rating 5 (Unsatisfactory). A rating of 5 indicates a critical absence of effective risk management
practices with respect to the identifying, monitoring, or controlling risk exposure. One or more
of the four elements of sound risk management (board/senior management oversight;
policies/procedures, risk management monitoring/management information systems; and internal
controls) is considered wholly deficient. The board and senior management have not
demonstrated the capability to address these deficiencies. Internal controls are critically weak
and could seriously jeopardize the continued viability of the institution. Deficiencies in the
institution's risk management procedures require immediate and close supervisory attention.

Internal controls are critically weak and, as such, could seriously jeopardize the continued
viability of the institution. I f not already evident, there is an immediate concern as to the
reliability of accounting records and regulatory reports and the potential for losses if corrective
measures are not taken immediately. Deficiencies in the institution's risk management
procedures and internal controls require immediate and close supervisory attention.

Risk Management Subcomponents

Board and Senior Management Oversight

Rating 1 (Strong). An assessment of Strong indicates that the board and senior management
clearly understand the types of risk inherent in the BHC’s activities and actively participate in
managing those risks. Consistent with the standards of safety and soundness, oversight of risk
management practices is considered strong. The board has approved appropriate policies and
business strategies, and ensures that management is fully capable of guiding the BHC.
Management provides effective supervision of the day-to-day activities of officers and
employees. There is a sufficient depth of staff to ensure sound operations and compliance with
laws and regulations.

Management provides effective supervision of the day-to-day activities of all officers and
employees, including the supervision of the senior officers and the heads of business lines. Staff
is hired that possess experience and expertise consistent with the scope and complexity of the
organization’s business activities. There is a sufficient depth of staff to ensure sound operations.
Management ensures compliance with laws and regulations and that employees have the
integrity, ethical values, and competence consistent with a prudent management philosophy and
operating style.
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Management responds appropriately to changes in the marketplace. It identifies all risks
associated with new activities or products before they are launched, and ensures that the
appropriate infrastructure and internal controls are established.

Rating 2 (Satisfactory). An assessment of Satisfactory indicates that the board and senior
management have an adequate understanding of the organization’s risk profile and provide
generally effective risk management oversight. Risk management practices may be lacking to a
modest degree; however, these practices can be adjusted in accordance with regulatory guidance.
The board has approved appropriate policies and ensures that management is capable of guiding
the BHC. . Management’s day-to-day supervision is largely effective and the staff’s experience,
expertise and depth is sufficient to operate in a safe and sound manner. Weaknesses noted are
correctable in the normal course of business and should not have a significant effect on the safety
and soundness of the institution.

Senior management generally adjusts risk management practices appropriately in
accordance with enhancements to industry practices and regulatory guidance, and adjusts
exposure limits as necessary to reflect the institution’s changing risk profile, although these
practices may be lacking in some modest degree. Policies, limits, and tracking reports are
generally appropriate, understood, and regularly reviewed, and the new product approval process
adequately identifies the associated risks and necessary controls.

Senior management’s day-to-day supervision of management and staff at all levels is
generally effective. The level of staffing, and its experience, expertise, and depth, is sufficient to
operate the business lines in a safe and sound manner. Minor weaknesses may exist in the
staffing, infrastructure, and risk management processes for individual business lines or products,
but these weaknesses have been identified by management, are correctable in the normal course
of business, and are in the process of being addressed. Weaknesses noted should not have a
significant effect on the safety and soundness of the institution.

Rating 3 (Fair). An assessment of Fair indicates that board and senior management oversight is
lacking to some degree and requires more than normal supervisory attention. Weaknesses in risk
management have precluded the institution from fully addressing significant risks to the
institution. The deficiencies may include a lack of knowledge with respect to the organization’s
risk profile, insufficient risk management practices, ineffective policies, inadequate or under-
utilized management reporting, or a significant lack of regulatory compliance. The day-to-day
supervision of officer activities or the depth and expertise of the staff may be lacking. Certain
risk management practices are in need of improvement to ensure that management and the board
is able to identify, monitor, and control all significant risks to the institution. Weaknesses noted
could adversely affect the safety and soundness of the institution if corrective action is not taken
by management.
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Rating 4 (Marginal). An assessment of Marginal indicates that the board and senior management
oversight is deficient and reflects a lack of adequate guidance and supervision. A number of
significant risks to the institution have not been adequately addressed. Multiple board and
management weaknesses are in need of immediate improvement. Weaknesses may include
inadequate knowledge with respect to the organization’s risk profile, insufficient oversight of risk
management practices, ineffective policies or limits, inadequate or considerably under-utilized
management reporting, or an inability to respond to regulatory guidance. Staff supervision may
be lacking and officers may not possess the experience and expertise needed for the scope and
complexity of the organization’s business activities. These conditions warrant a high degree of
supervisory attention and could seriously affect the safety and soundness of the institution if not
addressed.

Rating 5 (Unsatisfactory). An assessment of Unsatisfactory indicates a critical absence of
effective board and senior management oversight practices. Problems may include a severe lack
of knowledge with respect to the organization’s risk profile, insufficient oversight of risk
management practices, wholly ineffective policies or limits, critically inadequate or under-
utilized management reporting, a complete inability to respond to industry enhancements and
changes in regulatory guidance, or failure to execute appropriate business strategies. Staffing
may be inadequate, inexpert, and/or inadequately supervised. The deficiencies require immediate
and close supervisory attention, as management and the board have not demonstrated the
capability to address them. Weaknesses could seriously jeopardize the continued viability of the
institution.

Policies, Procedures and Limits

Rating 1 (Strong). An assessment of Strong indicates that policies, procedures, and limits
provide effective identification, measurement, monitoring, and control of the risks posed by all
significant activities. Practices are consistent with the institution’s goals and overall financial
strength. Policies and procedures clearly delineate accountability and lines of authority across
the institution’s activities. The policies also provide for the review of new activities to ensure
that infrastructure is adequate to identify, monitor, and control all risks.

Rating 2 (Satisfactory). An assessment of Satisfactory indicates that adequate policies,
procedures and limits are in place to address all major business areas. Policies and procedures
are generally consistent with the institution’s goals and objectives and its overall financial
strength. Any identified deficiencies are minor in nature and correctable in the normal course of
business. Weaknesses should not have a significant effect on the safety and soundness of the
institution.

Rating 3 (Fair). An assessment of Fair indicates that deficiencies exist in policies, procedures,
and limits that require more than normal supervisory attention. Policies and procedures
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inadequately identify, measure, monitor, or control the risks posed by significant activities.
Practices may reflect inadequate staff experience and be inconsistent with the financial strength
of the organization. Weaknesses could have an adverse effect on the safety and soundness of the
institution unless corrective action is taken by management.

Rating 4 (Marginal). An assessment of Marginal indicates deficient policies, procedures, and
limits that do not address a number of significant risks to the institution. Policies and procedures
ineffectively identify, measure, monitor, or control the risks posed by significant activities.
Multiple practices are in need of immediate improvement. These conditions warrant a high
degree of supervisory attention and could seriously affect the safety and soundness of the
institution if not addressed.

Rating 5 (Unsatisfactory). An assessment of Unsatisfactory indicates a critical absence of
effective policies, procedures, and limits. Practices are largely ineffective with regard to
identifying, measuring, monitoring, or controlling the risks posed by significant activities. These
deficiencies reflect inadequate staff experience and are inconsistent with a typical financial
institution.  Critical weaknesses could seriously jeopardize the continued viability of the
institution and require immediate and close supervisory attention.

Risk Monitoring and MIS

Rating 1 (Strong). An assessment of Strong indicates that risk monitoring practices and MIS
reports address all material risks. The key assumptions, data sources, and procedures used in
measuring and monitoring risk are appropriate, adequately documented, and tested for reliability
on an ongoing basis. Reports and other forms of communication are appropriately structured to
monitor exposures and compliance with established goals. Management and Board reports are
accurate and contain sufficient information to identify adverse trends and to adequately evaluate
the level of risk faced by the institution.

Rating 2 (Satisfactory). An assessment of Satisfactory indicates that risk monitoring practices
and MIS reports cover major risks, although they may be lacking in some modest degree. In
general, the reports contain valid assumptions that are periodically tested for accuracy and
properly distributed to appropriate decision-makers. Reports and other forms of communication
structured to monitor exposures and compliance with established goals. Identified weaknesses
are in the process of being addressed.

Rating 3 (Fair). An assessment of Fair signifies that weaknesses exist in the institution’s risk
monitoring practices or the MIS reports that require more than normal supervisory attention.
Deficiencies may contribute to ineffective risk identification or monitoring through inappropriate
assumptions, incorrect data, poor documentation, or the lack of timely testing. In addition, MIS
reports may not be distributed to the appropriate decision-makers, adequately monitor significant
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risks, or properly identify adverse trends and the level of risk faced by the institution.
Weaknesses noted could have adverse effects on the safety and soundness of the institution if
corrective action is not taken by management.

Rating 4 (Marginal). An assessment of Marginal represents deficient risk monitoring practices
or MIS reports that could seriously affect the safety and soundness of the institution. A number
of significant risks to the institution are not adequately monitored or reported. Ineffective risk
identification may result from notably inappropriate assumptions, incorrect data, poor
documentation, or the lack of timely testing. In addition, MIS reports may not be distributed to
the appropriate decision-makers, may inadequately monitor significant risks, or fail to identify
adverse trends and the level of risk faced by the institution. The risk monitoring and MIS
deficiencies warrant a high degree of supervisory attention and could seriously affect the safety
and soundness of the institution if not addressed.

Rating 5 (Unsatisfactory). An assessment of Unsatisfactory indicates a critical absence of risk
monitoring and MIS. They are wholly deficient due to inappropriate assumptions, incorrect data,
poor documentation, or the lack of timely testing. Moreover, MIS reports may not be distributed
to the appropriate decision-makers, fail to monitor significant risks, or fail to identify adverse
trends and the level of risk faced by the institution. These critical weaknesses require immediate
and close supervisory attention, as they could seriously jeopardize the continued viability of the
institution.

Internal Controls

Rating 1 (Strong). An assessment of Strong indicates that the system of internal controls is
robust for the type of risks posed by the organization’s activities. The organizational structure
establishes clear lines of authority and responsibility for monitoring adherence to policies,
procedures, and limits. Procedures exist for ensuring separation of duties, compliance with
applicable laws and regulations, and accurate financial, operational, and regulatory reports.
Internal audit or other control review practices provide independence and objectivity.
Information systems are thoroughly tested and reviewed. Internal control weaknesses are well
documented and receive prompt managerial attention. The Board or its audit committee
regularly reviews the effectiveness of internal audits and other control review activities.

Rating 2 (Satisfactory). An assessment of Satisfactory indicates that the system of internal
controls adequately covers major risks and business areas, although modest weaknesses are
present. In general, the control functions are independent from the business lines, and there is
appropriate separation of duties. The control system supports accuracy in record-keeping
practices and reporting systems, is adequately documented, and verifies compliance with laws
and regulations. Internal controls and information systems are adequately tested and reviewed,
and the coverage, procedures, findings, and responses to audits and review tests are documented.
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Identified material weaknesses are given appropriate attention and management’s actions to
address material weaknesses are objectively reviewed and verified. The board or its audit
committee reviews the effectiveness of internal audits and other control review activities. Any
weaknesses or deficiencies that have been identified are modest in nature and in the process of
being addressed.

Rating 3 (Fair). An assessment of Fair signifies that weaknesses exist in the system of internal
controls that require more than normal supervisory attention. The weaknesses may include
insufficient oversight of internal controls and audit by the board or its audit committee; unclear
or conflicting lines of authority and responsibility; a lack of independence between control areas
and business activities; or ineffective separation of duties. The internal control system may
produce inadequate or untimely risk coverage and verification, including monitoring compliance
with safety and soundness laws, inaccurate reporting and recordkeeping, or a lack of
documentation for work performed. Weaknesses noted could have adverse effects on the safety
and soundness of the institution if corrective action is not taken by management.

Rating 4 (Marginal). An assessment of Marginal represents a deficient internal control system
that does not adequately address a number of significant risks to the institution. The deficiencies
may include neglect of internal controls and audit by the board or its audit committee; conflicting
lines of authority and responsibility; a lack of independence between control areas and business
activities; or no separation of duties in critical areas. The internal control system may produce
inadequate risk coverage and verification in certain areas, including inaccurate reports and
records, a lack of documentation for work performed, poor compliance monitoring for safety and
soundness laws, or infrequent management review and correction of identified weaknesses. The
internal control deficiencies warrant a high degree of supervisory attention and could seriously
affect the safety and soundness of the institution if not addressed.

Rating 5 (Unsatisfactory). An assessment of Unsatisfactory indicates a critical absence of an
internal control system. There may be no oversight by the board or its audit committee;
conflicting lines of authority and responsibility; no distinction between control areas and
business activities; or no separation of duties. The internal control system may produce totally
inadequate or untimely risk coverage and verification, including monitoring compliance with
safety and soundness; completely inaccurate records or regulatory reporting; a severe lack of
documentation for work performed; or no management review and correction of identified
weaknesses. Such deficiencies require immediate and close supervisory attention, as they could
seriously jeopardize the continued viability of the institution.
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Financial Condition Component

Rating 1 (Strong). A rating of 1 indicates that the consolidated BHC is financially sound in
almost every respect. Any negative findings are basically of a minor nature and can be handled
in a routine manner. The capital adequacy, asset quality, earnings, and liquidity of the
consolidated BHC are more than adequate to protect the company from reasonably foreseeable
external economic and financial disturbances. The company generates more than sufficient cash
flow to service its debt and fixed obligations with no harm to subsidiaries of the organization.

Rating 2 (Satisfactory). A rating of 2 indicates that the consolidated BHC is fundamentally
financially sound, but may have modest weaknesses correctable in the normal course of
business. The capital adequacy, asset quality, earnings and liquidity of the consolidated BHC
are adequate to protect the company from external economic and financial disturbances. The
company also generates sufficient cash flow to service its obligations; however, areas of
weakness could develop into areas of greater concern. To the extent minor adjustments are
handled in the normal course of business, the supervisory response is limited.

Rating 3 (Fair). A rating of 3 indicates that the consolidated BHC exhibits a combination of
weaknesses ranging from fair to moderately severe. The company has less than adequate
financial strength stemming from one or more of the following: modest capital deficiencies,
substandard asset quality, weak earnings, or liquidity problems. As a result, the BHC and its
subsidiaries are less resistant to adverse business conditions. The financial condition of the BHC
will likely deteriorate if concerted action is not taken to correct areas of weakness. The
company’s cash flow is sufficient to meet immediate obligations, but may not remain adequate if
action is not taken to correct weaknesses. Consequently, the BHC is vulnerable and requires
more than normal supervision. Overall financial strength and capacity are still such as to pose
only a remote threat to the viability of the company.

Rating 4 (Marginal). A rating of 4 indicates that the consolidated BHC has either inadequate
capital, an immoderate volume of problem assets, very weak earnings, serious liquidity issues, or
a combination of factors that are less than satisfactory. An additional weakness may be that the
BHC’s cash flow needs are met only by upstreaming imprudent dividends and/or fees from
subsidiaries. Unless prompt action is taken to correct these conditions, they could impair future
viability. BHCs in this category require close supervisory attention and increased financial
surveillance.

Rating 5 (Unsatisfactory). A rating of 5 indicates that the volume and character of financial
weaknesses of the BHC are so critical as to require urgent aid from shareholders or other sources
to prevent insolvency. The imminent inability of such a company to service its fixed obligations
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and/or prevent capital depletion due to severe operating losses places its viability in serious
doubt. Such companies require immediate corrective action and constant supervisory attention.

Financial Condition Subcomponents

The financial condition subcomponents can be evaluated along business lines, product
lines, or legal entity lines--depending on which type of review is most appropriate for the holding
company structure.

Capital Adequacy

Rating 1 (Strong). A rating of 1 indicates that the consolidated BHC maintains more than
adequate capital to: 1) support the volume and risk characteristics of all parent and subsidiary
business lines and products; 2) provide a sufficient cushion to absorb unanticipated losses arising
from the parent company and subsidiary activities; and 3) support the level and composition of
corporate and subsidiary borrowing. In addition, a company assigned a rating of 1 has more than
sufficient capital to provide a base for the growth of risk assets and the entry into capital markets
as the need arises for the parent company and subsidiaries.

Rating 2 (Satisfactory). A rating of 2 indicates that the consolidated BHC maintains adequate
capital to: 1) support the volume and risk characteristics of all parent and subsidiary business
lines and products; 2) provide a sufficient cushion to absorb unanticipated losses arising from
holding company and subsidiary activities; and 3) support the level and composition of corporate
and subsidiary borrowing. In addition, a company assigned a rating of 2 has sufficient capital to
provide a base for the growth of risk assets and the entry into capital markets as the need arises
for the parent company and subsidiaries.

Rating 3 (Fair). A rating of 3 indicates that the consolidated BHC may not maintain sufficient
capital to ensure support for one or more of the following: 1) the volume and risk characteristics
of all parent and subsidiary business lines and products; 2) the unanticipated losses arising from
holding company and subsidiary activities; or 3) the level and composition of corporate and
subsidiary borrowing. In addition, a company assigned a rating of 3 may not maintain a
sufficient capital position to provide a base for the growth of risk assets and the entry into capital
markets as the need arises for the parent company and subsidiaries. The capital position of the
consolidated BHC could quickly become inadequate in the event of asset deterioration or other
negative factors and therefore requires more than normal supervisory attention.

Rating 4 (Marginal). A rating of 4 indicates that the capital level of the consolidated BHC is
significantly below the amount needed to ensure support for one or more of the following: 1) the
volume and risk characteristics of all parent and subsidiary business lines and products; 2) the
unanticipated losses arising from holding company and subsidiary activities; and 3) the level and
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Asset Quality

to credit risk management practices.

normal supervisory attention.

supervisory attention.

composition of corporate and subsidiary borrowing. In addition, a company assigned a rating of
4 does not maintain a sufficient capital position to provide a base for the growth of risk assets
and the entry into capital markets as the need arises for the parent company and subsidiaries. If
left unchecked, the consolidated capital position of the company might evolve into weaknesses or
conditions that could threaten the viability of the institution.
consolidated BHC requires immediate supervisory attention.

The capital position of the

Rating 5 (Unsatisfactory). A rating of 5 indicates that the level of capital of the consolidated
BHC is critically deficient and in need of immediate corrective action. The consolidated capital
position threatens the viability of the institution and requires constant supervisory attention.

Rating 1 (Strong). A rating of 1 indicates that the BHC maintains strong asset quality across all
parts of the organization, with a very low level of criticized and nonperforming assets. Credit
risk across the organization is commensurate with management’s abilities and modest in relation

Rating 2 (Satisfactory). A rating of 2 indicates that the BHC maintains satisfactory asset quality
across all parts of the organization, with a manageable level of criticized and nonperforming
assets. Any identified weaknesses in asset quality are correctable in the normal course of
business. Credit risk across the organization is commensurate with management’s abilities and
generally modest in relation to credit risk management practices.

Rating 3 (Fair). A rating of 3 indicates that the asset quality across all or a material part of the
consolidated BHC is less than satisfactory. The BHC may be facing a decrease in the overall
quality of assets currently maintained on and off balance sheet. The BHC may also be
experiencing an increase in credit risk exposure that has not been met with an appropriate
improvement in risk management practices. BHCs assigned a rating of 3 require more than

Rating 4 (Marginal). A rating of 4 indicates that the BHC’s asset quality is deficient. The level
of problem assets and/or unmitigated credit risk subjects the holding company to potential losses
that, if left unchecked, may threaten its viability. BHCs assigned a rating of 4 require immediate

Rating 5 (Unsatisfactory). A rating of 5 indicates that the BHC’s asset quality is critically
deficient and presents an imminent threat to the institution's viability. BHCs assigned a rating of
5 require immediate remedial action and constant supervisory attention.
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Rating I (Strong). A rating of 1 indicates that the quantity and quality of the BHC’s consolidated
earnings over time are more than sufficient to make full provision for the absorption of losses
and accretion of capital when due consideration is given to asset quality and BHC growth.
Generally, BHCs with a 1 rating have earnings well above peer-group averages.

Rating 2 (Satisfactory). A rating of 2 indicates that the quantity and quality of the BHC’s
consolidated earnings over time are generally adequate to make provision for the absorption of
losses and accretion of capital when due consideration is given to asset quality and BHC growth.
Generally, BHCs with a 2 earnings rating have earnings that are in line with or slightly above
peer-group averages.

Rating 3 (Fair). A rating of 3 indicates that the BHC’s consolidated earnings are not fully
adequate to make provisions for the absorption of losses and the accretion of capital in relation to
company growth. The consolidated earnings of companies rated 3 may be further clouded by
static or inconsistent earnings trends, chronically insufficient earnings, or less than satisfactory
asset quality. BHCs with a 3 rating for earnings generally have earnings below peer-group
averages. Such BHCs require more than normal supervisory attention.

Rating 4 (Marginal). A rating of 4 indicates that the BHC’s consolidated earnings, while
generally positive, are clearly not sufficient to make full provision for losses and the necessary
accretion of capital. BHCs with earnings rated 4 may be characterized by erratic fluctuations in
net income, poor earnings (and the likelihood of the development of a further downward trend),
intermittent losses, chronically depressed earnings, or a substantial drop from the previous year.
The earnings of such companies are generally substantially below peer-group averages. Such
BHCs require immediate supervisory attention.

Rating 5 (Unsatisfactory). A rating of 5 indicates that the BHC is experiencing losses or
reflecting a level of earnings that is worse than that described for the 4 rating. Such losses, if not
reversed, represent a distinct threat to the BHC’s solvency through erosion of capital. Such
BHCs require immediate and constant supervisory attention.

Liquidity

Rating 1 (Strong). A rating of 1 indicates that the BHC maintains strong liquidity levels and well
developed funds management practices. The parent company and subsidiaries have reliable
access to sufficient sources of funds on favorable terms to meet present and anticipated liquidity
needs.

Rating 2 (Satisfactory). A rating of 2 indicates that the BHC maintains satisfactory liquidity
levels and funds management practices. The parent company and subsidiaries have access to
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sufficient sources of funds on acceptable terms to meet present and anticipated liquidity needs.
Modest weaknesses in funds management practices may be evident, but those weaknesses are
correctable in the normal course of business.

Rating 3 (Fair). A rating of 3 indicates that the BHC’s liquidity levels or funds management
practices are in need of improvement. BHCs rated 3 may lack ready access to funds on
reasonable terms or may evidence significant weaknesses in funds management practices at the
parent company and/or subsidiary levels. However, these deficiencies are considered correctable
in the normal course of business. Such BHCs require more than normal supervisory attention.

Rating 4 (Marginal). A rating of 4 indicates that the BHC’s liquidity levels or funds
management practices are deficient. Institutions rated 4 may not have or be able to obtain a
sufficient volume of funds on reasonable terms to meet liquidity needs at the parent company
and/or subsidiary levels and require immediate supervisory attention.

Rating 5 (Unsatisfactory). A rating of 5 indicates that the BHC’s liquidity levels or funds
management practices are critically deficient and may threaten the continued viability of the
institution. Institutions rated 5 require constant supervisory attention and immediate external
financial assistance to meet maturing obligations or other liquidity needs..

Impact Component

The I component rating reflects the aggregate potential impact of the nondepository entities on
the subsidiary depository institution(s). The I component is rated on a five-point numerical scale.
Ratings will be assigned in ascending order of supervisory concern as follows:

1 — low likelihood of significant negative impact;

2 — limited likelihood of significant negative impact;

3 — moderate likelihood of significant negative impact;

4 — considerable likelihood of significant negative impact; and
5 — high likelihood of significant negative impact.

Rating 1 (Low Likelihood of Significant Negative Impact). A rating of 1 indicates that the
nondepository entities of the BHC are highly unlikely to have a significant negative impact on
the subsidiary depository institution(s) due to the sound financial condition of the nondepository
entities, the strong risk management practices within the nondepository entities, or the corporate
structure of the BHC. The BHC maintains an appropriate capital allocation across the
organization commensurate with associated risks. Intra-group exposures, including servicing
agreements, are very unlikely to undermine the financial condition of the subsidiary depository
institution(s). Parent company cash flow is sufficient and not dependent on excessive dividend
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payments from subsidiaries. The potential risks posed to the subsidiary depository institution(s)
by strategic plans, the control environment, risk concentrations, or legal or reputational issues
within or facing the nondepository entities are minor in nature and can be addressed in the
normal course of business.

Rating 2 (Limited Likelihood of Significant Negative Impact). A rating of 2 indicates a limited
likelihood that the nondepository entities of the BHC will have a significant negative impact on
the subsidiary depository institution(s) due to the adequate financial condition of the
nondepository entities, the satisfactory risk management practices within the parent
nondepository entities, or the corporate structure of the BHC. The BHC maintains adequate
capital allocation across the organization commensurate with associated risks. Intra-group
exposures, including servicing agreements, are unlikely to undermine the financial condition of
the subsidiary depository institution(s). Parent company cash flow is satisfactory and generally
does not require excessive dividend payments from subsidiaries. The potential risks posed to the
subsidiary depository institution(s) by strategic plans, the control environment, risk
concentrations, or legal or reputational issues within the nondepository entities are modest and
can be addressed in the normal course of business.

Rating 3 (Moderate Likelihood of Significant Negative Impact). A rating of 3 indicates a
moderate likelihood that the aggregate impact of the nondepository entities of the BHC on the
subsidiary depository institution(s) will have a significant negative impact on the subsidiary
depository institution(s) due to weaknesses in the financial condition and/or risk management
practices of the nondepository entities. The BHC may have only marginally sufficient allocation
of capital across the organization to support risks. Intragroup exposures, including servicing
agreements, may have the potential to undermine the financial condition of the subsidiary
depository institution(s). Parent company cash flow may at times require excessive dividend
payments from subsidiaries. Strategic growth plans, weaknesses in the control environment, risk
concentrations or legal or reputational issues within the nondepository entities may pose
significant risks to the subsidiary depository institution(s). A BHC assigned a 3 impact rating
requires more than normal supervisory attention, as there could be adverse effects on the safety
and soundness of the subsidiary depository institution(s) if corrective action is not taken by
management.

Rating 4 (Considerable Likelihood of Significant Negative Impact). A rating of 4 indicates that
there is a considerable likelihood that the nondepository entities of the BHC will have a
significant negative impact on the subsidiary depository institution(s) due to weaknesses in the
financial condition and/or risk management practices of the nondepository entities. A 4-rated
BHC may have insufficient capital within the nondepository entities to support their risks and
activities. Intra-group exposures, including servicing agreements, may also have the immediate
potential to undermine the financial condition of the subsidiary depository institution(s). Parent
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the subsidiary depository institution(s).

Composite Rating

depository institution(s).

only a remote threat to its continued viability.

company cash flow may be dependent on excessive dividend payments from subsidiaries.
Strategic growth plans, weaknesses in the control environment, risk concentrations or legal or
reputational issues within the nondepository entities may pose considerable risks to the
subsidiary depository institution(s). A BHC assigned a 4 impact rating requires immediate
remedial action and close supervisory attention because the nondepository entities could
seriously affect the safety and soundness of the subsidiary depository institution(s).

Rating 5 (High Likelihood of Significant Negative Impact). A rating of 5 indicates a high
likelihood that the aggregate impact of the nondepository entities of the BHC on the subsidiary
depository institution(s) is or will become significantly negative due to substantial weaknesses in
the financial condition and/or risk management practices of the nondepository entities. Strategic
growth plans, a deficient control environment, risk concentrations or legal or reputational issues
within the nondepository entities may pose critical risks to the subsidiary depository
institution(s). The parent company also may be unable to meet its obligations without excessive
support from the subsidiary depository institution(s). The BHC requires immediate and close
supervisory attention, as the nondepository entities seriously jeopardize the continued viability of

Rating 1 (Strong). BHCs in this group are sound in almost every respect; any negative findings
are basically of a minor nature and can be handled in a routine manner. Risk management
practices and financial condition provide resistance to external economic and financial
disturbances. Cash flow is more than adequate to service debt and other fixed obligations, and
the nondepository entities pose little risk to the subsidiary depository institution(s).

Rating 2 (Satisfactory). BHCs in this group are fundamentally sound but may have modest
weaknesses in risk management practices or financial condition. The weaknesses could develop
into conditions of greater concern but are believed correctable in the normal course of business.
As such, the supervisory response is limited. Cash flow is adequate to service obligations, and
the nondepository entities are unlikely to have a significant negative impact on the subsidiary

Rating 3 (Fair). BHCs in this group exhibit a combination of weaknesses in risk management
practices and financial condition that range from fair to moderately severe. These companies are
less resistant to the onset of adverse business conditions and would likely deteriorate if concerted
action is not effective in correcting the areas of weakness. Consequently, these companies are
vulnerable and require more than normal supervisory attention and financial surveillance.
However, the risk management and financial capacity of the company, including the potential
negative impact of the nondepository entities on the subsidiary depository institution(s), pose
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Rating 4 (Marginal). BHCs in this group have an immoderate volume of risk management and
financial weaknesses, which may pose a heightened risk of significant negative impact on the
subsidiary depository institution(s). The holding company’s cash flow needs may be being met
only by upstreaming imprudent dividends and/or fees from its subsidiaries. Unless prompt action
is taken to correct these conditions, the organization’s future viability could be impaired. These
companies require close supervisory attention and substantially increased financial surveillance.

Rating 5 (Unsatisfactory). The critical volume and character of the risk management and
financial weaknesses of BHCs in this category, and concerns about the nondepository entities
negatively impacting the subsidiary depository institution(s), could lead to insolvency without
urgent aid from shareholders or other sources. The imminent inability to prevent liquidity and/or
capital depletion places the BHC’s continued viability in serious doubt. These companies require
immediate corrective action and constant supervisory attention.

Depository Institutions Component

The (D) component identifies the overall condition of the subsidiary depository
institution(s) of the BHC. For BHCs with only one subsidiary depository institution, the (D)
component rating will mirror the CAMELS composite rating for that depository institution. To
arrive at a (D) component rating for BHCs with multiple subsidiary depository institutions, the
CAMELS composite ratings for each of the depository institutions should be weighted, giving
consideration to asset size and the relative importance of each depository institution within the
overall structure of the organization. In general, it is expected that the resulting (D) component
rating will reflect the lead depository institution’s CAMELS composite rating.
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This policy has been established in order to provide Arkansas state chartered banks with
additional information regarding investments in bank premises and to provide guidance for the
submission of the request to the Bank Commissioner.

Regulation:

Pursuant to the Arkansas Banking Code §23-47-103,

“(a) A state bank or subsidiary trust company, acting with the prior approval of the Bank
Commissioner, may acquire bank premises to be used, occupied, or owned by it.

(b)(1) Any state bank acting with the prior approval of the commissioner may cause the title to its
bank premises, now owned or at any time hereafter acquired by the bank to be held by a
subsidiary corporation which shall be wholly owned by the bank.

(2) A state bank having such a subsidiary may rent the bank premises or any portion thereof
from the subsidiary or acquire the title to the premises by purchase from the subsidiary or
through its liquidation under such terms and conditions as may be approved by the
commissioner.

(c) A state bank may with the prior approval of the commissioner invest in bank premises or in
the stock, bonds, debentures, or other obligations of the subsidiary owning the bank premises, or
make loans to, or upon the security of the stock of the subsidiary, if the aggregate of all such
investments or loans, together with the amount of any indebtedness incurred by the subsidiary,
will not exceed one hundred fifty percent (150%) of the capital base of such state bank.”

Bank premises are defined as follows:

“includes the state bank's or subsidiary trust company's main office site, all branch and other
lawful office sites, the main office building and all other branch and other lawful office
buildings, any or all of which may have additional space for occupancy by tenants, and any
parking areas or parking structures that constitute adjuncts to any of the state bank or subsidiary
trust company property;”
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Prior approval is required if an Arkansas state chartered bank desires to make an investment in
premises through one of the following:

1. The purchase of real estate for future expansion purposes or any other purpose.

2. The construction or acquisition of a building or other structure (including a mobile
facility) to be utilized by the bank for banking purposes. However, the construction or
acquisition of a temporary or permanent facility to be utilized as a full service branch will
require a branch application and the premises request would be addressed in the
application.

3. A remodel or renovation of an existing banking facility, if the costs associated with the
remodel or renovations exceed a minimal sum. The Bank Commissioner considers a
minimal sum to be $50,000 or less.

The bank must submit to the Bank Commissioner, a written request that, at a minimum,
addresses the following information:

1. In the case of land, identify the property to be acquired and provide the location and legal
description.

2. The amount of the proposed expenditure.

3. The purpose of the proposed expenditure.

4. Discuss details concerning any involvement, directly or indirectly, by an insider (executive
officers, directors, or shareholders who directly or indirectly control five (5) percent or more
of any class of outstanding voting stock) of the bank or bank holding company (if
applicable) or their immediate family or related interests. Provide the following information
regarding any financial arrangements relating to fees, the acquisition of property, leasing of
property, and construction contracts:

a) Name of individual or related interest and relationship to Applicant; and

b) Information to reflect that terms and conditions are not more favorable, for
seller/lessor, than would be available in a comparable transaction with an
unrelated party (information should include the fair market value or appraised
value of any property, building, fixtures, equipment, etc., to be acquired and
comparative sales information). The appraisal or evaluation, whichever is
required, submitted must be prepared by an independent party.

¢) A copy of the Board minutes approving the transaction that reflects the bank
insider’s abstention from the discussion and voting.
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5. Provide the current balance of the bank’s fixed asset account as of the previous month-end.
6. Provide the current outstanding costs associated with any additional projects approved by

the Commissioner and in process of completion.

All of the information submitted with the request will be retained by the Bank Department. The
Commissioner will review the proposed request and respond with a written decision. The
Commissioner’s decision will be rendered in a reasonable amount of time.

The aforementioned procedures do not include all possible scenarios regarding investment in
premises and fixed assets. If a bank is uncertain as to any necessary approval regarding investments

in fixed assets, contact the Bank Department for clarification.
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OVERVIEW

This guidance is intended to update Administrative Policy #003, originally issued on March 30,
1988 and most recently revised on September 30, 2001.

The Federal Financial Institutions Examination Council (FFIEC) issued a Joint Interagency
Policy Statement on July 6, 2001 on the Allowance for Loan and Lease Losses Methodologies
and Documentation for Banks and Savings Institutions (FIL-63-2001).  Since that time, the
Securities and Exchange Commission (SEC) has raised the level of reserves (ALLL) in publicly
traded institutions and concerns about whether the support provided within reserve
methodologies comply with existing generally accepted accounting standards.

That Policy Statement clarified the expectations regarding methodologies and documentation
support for the ALLL. It further states that the ALLL should be determined in accordance with
generally accepted accounting principles (GAAP). GAAP requires that an institution maintain
written documentation to support the ALLL reported in financial statements and the call report.

Two accounting statements issued through the Financial Accounting Standards Board address the
ALLL. Statement No. 5, Accounting for Contingencies, issued in 1975 and Statement No. 114,
Accounting by Creditors for Impairment of a Loan, issued in 1993 both provide general
principles an institution should consider when determining the appropriate level for the ALLL.
FASB #114 addresses impairment on individually impaired credits while FASB #5 addresses the
allowance for all other loan types based on many different risk characteristics which will be
addressed below. Financial institutions should also consult their respective accountant to assist
them in meeting documentation requirements of these and other supporting accounting
statements.

It is clear that institutions should no longer only use the traditional formula method of 15% of
Substandard, 50% of Doubtful, 100% of Loss and 1% of all other loans as the basis to establish
the ALLL without further documented support. (Please note Conclusions and Regulatory
Guidance issues addressed later in this document) The lack of documentation to support risk
weighting percentages and qualitative adjustments is often where banks fall short and can lead to
regulatory criticism.

Institutions should address the reserve methodology in their loan or related policies. The policies
should describe the procedures and primary elements of the ALLL methodology including
portfolio segmentation and impairment measurement.
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The Arkansas State Bank Department recognizes the need for all Arkansas institutions to comply
with GAAP but also recognizes the potential burden these guidelines could place on smaller
institutions with non complex lending practices or portfolios. ~ Larger and more complex
institutions would be expected to have more sophisticated methodologies than smaller
institutions that are involved in less complex activities. An institution’s loan loss allowance
methodology is influenced by entity specific factors such as size, organizational structure,
business environment and strategy, management style, loan portfolio characteristics, loan
administration procedures, and management information systems. While different institutions
may use different methods, there are certain common elements that should be included in any
ALLL methodology. These include:

. A detailed analysis of the loan portfolio, performed on a regular basis;
o Consider all loans (whether on an individual or group basis);
. A method to identify loans to evaluate for impairment on an individual basis under

FASB No. 114 and to segment the remainder of the portfolio into groups of loans
with similar risk characteristics for evaluation and analysis under FASB No. 5;

. Include all known relevant internal and external factors that may affect loan
collectibility;

. Be applied consistently but, when appropriate, should be modified for new factors
affecting collectibility;

J Consideration of the particular risks inherent in different kinds of lending;

. Consideration of current collateral values (less costs to sell), where applicable;

o Analyses, estimates, reviews and other loan loss allowance methodology functions be
performed by competent and well-trained personnel;

° Be based on current and reliable data;

. Be well documented, in writing, with clear explanations of the supporting analyses
and rationale;

J Include a systematic and logical method to consolidate the loss estimates and ensure

the loan loss allowance balance is recorded in accordance with GAAP.

COMPONENTS OF AN EFFECTIVE ALLL METHODOLOGY

The allowance for loan and lease losses will generally consist of two parts. These include a
separate analysis of loans that are impaired; some form of risk rating for all other types of loans,
and other qualitative factors necessary that may be associated with other external or internal
factors. Each is addressed below:
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FASB #114

A loan is considered impaired when, based on current information and events; it is probable that
a creditor will be unable to collect all contractual interest and/or principal according to the terms
of the loan agreement. If a loan is considered to be impaired, then management must evaluate
the impairment using one of three methods.

. Discounted Present Value of Cash Flows
) Quoted Market Value
. Fair Value of the Collateral

In most cases, particularly less sophisticated credits and in smaller financial institutions, fair
value of the collateral, would most likely be the method used to determine value. Holding and
selling cost should also be considered when determining net fair value.

The following criteria are examples of considerations that should be considered when
determining the fair value of collateral:

1) The holding period before collateral will be sold

2) The costs of maintaining the collateral during the holding period

3) The probable discount of value because the bank is the seller

4) The costs of selling the collateral

5) Any other economic/financial factors impacting the realizable value of the collateral.

FASB guidelines do not address at what exact point a bank should take a charge off; however,
call report instructions state that if the fair value of collateral test for impairment is used, then the
loan is most likely collateral dependent. Call report instructions further state in general, any
portion of book value in a collateral dependent loan, where excess over the fair value of collateral
can be identified as uncollectible, should be promptly charged off against the allowance for loan
and lease losses. If this threshold has not been reached, then potential exposure should be
allocated specific to that loan within the ALLL. Specific allocations would most likely be
appropriate when other possible means of repayment exist on impaired loans.

NOTE: When reviewing a loan individually under FASB No. 114, it would not be appropriate
to measure loan impairment by applying a loss rate to each loan based on the average historical
loss percentage of all of its commercial loans.
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FAS Statement #5

Financial institutions should make attempts to determine the reserve needed against
the remainder of the portfolio. Banks should segment their loan portfolio by groups that have
similar risks.

Historical losses for different types of credits should be considered and often would be the
minimum basis considered under FASB No. 5 to support risk allocations.  Banks should
maintain supporting documentation for the technique used to develop their loss rates, including
the period of time over which the losses where incurred. If a range of loss is determined, banks
should maintain documentation to support the identified range and rationale used for determining
which estimate is the best estimate within the range of loan losses. Factors that should be
considered in developing loss measurements include:

Levels of and trends in delinquencies and impaired loans;

Levels of and trends in charge-offs and recoveries;

Trends in volume and terms of loans;

Effects of any change in risk selection and underwriting standards, and other
changes in lending policies, procedures, and practices;

Experience, ability, and depth of lending management and other relevant staff;
National and local economic trends and conditions;

Industry conditions; and

o Effects of changes in credit concentrations.

For any adjustment of loss measurements for environmental factors, whether external or internal,
an institution should maintain sufficient, objective evidence to support the amount of the
adjustment and explain why the adjustment is necessary to reflect current information, events,
circumstances, and conditions in the loss measurement.  Policies addressing the ALLL should
also cover acceptable limits concerning these adjustments.

If a bank does not have a loss history of its own, it may be appropriate to reference the loss
experience of other banks, provided the bank can demonstrate that its portfolio is similar in
nature to the comparable institution.

BANK POLCIES

Furthermore, in order for an institution’s ALLL methodology to be effective, written policies and
procedures should address the primary elements of its loan loss methodology, including portfolio
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segmentation and impairment measurement. Written policies should describe the methodology
in the following way:

(D) For segmenting the portfolio

o How the segmentation process is performed (i.e. loan type, risk ratings, industry,
etc.)
o When a loan grading system is used to segment the portfolio:
» The definitions of each loan grade;
s A reconciliation of the internal grades to supervisory loan grades;
» The delineation of responsibilities for the loan grading system;

(2) For determining and measuring impairment under FASB No. 114:
* The methods used to identify loans to be analyzed individually;

* For individually reviewed loans that are impaired, how the amount of any
impairment is determined and measured, including:

* Procedures describing the impairment measurement techniques available,
and
* Steps performed to determine which technique is most appropriate in a

given situation

(3) For determining and measuring impairment under FASB No.5, institutions should

consider:

* How loans with similar characteristics are grouped to be evaluated for loan
collectibility (such as loan type, past-due status, and risk);

* How loss rates are determined (i.e. historical loss rates adjusted for
environmental factors or migration analysis) and what factors are
considered when establishing appropriate time frames over which to
evaluate loss experience; and

* Descriptions of qualitative factors (i.e. industry, geographical, economic,

and political factors) that may affect loss rates or other measurements.
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UNFUNDED COMMITMENTS

Call report instructions state that institutions should maintain, as a separate liability account, an
allowance sufficient to absorb estimated credit losses associated with off-balance sheet
credit instruments such as loan commitments, standby letters of credit and guarantees.
The amount of risk of loss associated with these types of instruments should be evaluated
the same as loans on the balance sheet as the majority of these commitments may be
funded, especially in significant agricultural production or construction lending areas.
Any off-balance sheet reserve level should be reported in the call report as “Other
Liabilities.” Neither the allowance for loan and lease losses or any allowance for credit
losses on off-balance sheet credit exposures are considered part of Tier 1 Capital but both
would be considered part of Tier 2 Capital, subject to the 1.25 percent of gross risk-
weighted asset limit.

GENERAL POINTS:

(1) Lack of documentation to support qualitative adjustments is often where banks fall short.

(2) Each adjustment must be supported.

(3) Estimate conservatively so the overall ALLL reflects a margin for the imprecision
inherent in most estimates of expected/incurred losses.

(4) The ALLL methodology should be reviewed by the board at least annually.

(5) The ALLL methodology should be validated at least annually.

(6) Values should not be assigned based on a formula method, but a formula method can be
used as a benchmark to judge ALLL adequacy.

(7) The ALLL balance should not have a constant relationship to the dollar volume of loans
in the loan portfolio.

(8) Changes in the ALLL should be in the same direction as the changes in the risks. As
risks change, the amount of the ALLL should change.

CONCLUSION & REGULATORY GUIDANCE

The above guidelines are intended to assist Arkansas financial institutions to better document
ALLL methodologies and comply with GAAP guidelines associated with this important item on
a bank’s balance sheet. The majority of Arkansas financial institutions, especially smaller non
complex institutions, have historically used elements of the Arkansas State Bank Department’s
Administrative Order #003 as a basis for the ALLL methodology. This further guidance is not
intended to imply that method is no longer acceptable; however, documented support for each
part of the ALLL and impairment testing and documentation is required. Additionally, policy
must be updated to address the methodology employed by the bank.

PAGE _6



Policy Number 102

ARKANSAS STATE BANK DEPARTMENT Effective Date 22210
EXAMINATION POLICY Supersedes
Approval

SUBJECT: OTHER REAL ESTATE OWNED OREA DEFINED

Examinations by the ASBD and our federal counterparts will continue to review documentation
and support of the allowance for loan and lease losses levels maintained by banks to evaluate the
ALLL within Arkansas state chartered financial institutions in accordance with GAAP.
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